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Notice to Readers
This Audit Risk Alert, prepared by the AICPA staff, is intended
to provide auditors of financial statements of health care organi-
zations with an overview of recent economic, industry, regula-
tory, and professional developments that may affect the audits
they perform.
This publication is an Other Auditing Publication as defined in
Statement on Auditing Standards (SAS) No. 95, Generally Accepted
Auditing Standards (AICPA, Professional Standards, vol. 1, AU sec.
150). Other Auditing Publications have no authoritative status;
however, they may help the auditor understand and apply SASs.
If an auditor applies the auditing guidance included in an Other
Auditing Publication, he or she should be satisfied that, in his or
her judgment, it is both appropriate and relevant to the circum-
stances of his or her audit. The auditing guidance in this docu-
ment has been reviewed by the AICPA Audit and Attest
Standards staff and published by the AICPA and is presumed to
be appropriate. This document has not been approved, disap-
proved, or otherwise acted on by a senior technical committee of
the AICPA.
Maryann Kasica, CPA
Technical Manager
Accounting and Auditing Publications
Copyright © 2004 by
American Institute of Certified Public Accountants, Inc.
New York, NY 10036-8775
All rights reserved. For information about the procedure for requesting 
permission to make copies of any part of this work, please call the AICPA 
Copyright Permissions Hotline at (201) 938-3245. A Permissions Request Form
for e-mailing requests is available at www.aicpa.org by clicking on the copyright
notice on any page. Otherwise, requests should be written and mailed to the 
Permissions Department, AICPA, Harborside Financial Center, 201 Plaza Three,
Jersey City, NJ 07311-3881. 
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1Health Care Industry Developments—2004/05
How This Alert Helps You
This Audit Risk Alert helps you plan and perform your health
care industry audits. The knowledge delivered by this Alert assists
you in achieving a more robust understanding of the business and
economic environment in which your clients operate. This Alert
is an important tool in helping you identify the significant risks
that may result in the material misstatement of your client’s fi-
nancial statements. Moreover, this Alert delivers information
about emerging practice issues and about current accounting, au-
diting, and regulatory developments.
If you understand what is happening in the health care industry
and you can interpret and add value to that information, you will
be able to offer valuable service and advice to your clients. This
Alert assists you in making considerable strides in gaining that in-
dustry knowledge and understanding it.
This Alert is intended to be used in conjunction with the AICPA
general Audit Risk Alert—2004/05 (product no. 022335kk). You
should refer to the full text of the accounting and auditing pro-
nouncements as well as the full text of any rules or publications
that are discussed in this Alert.
Economic and Industry Developments
Statement on Auditing Standards (SAS) No. 22, Planning and
Supervision (AICPA, Professional Standards, vol. 1, AU sec. 311),
among other matters, provides guidance for auditors regarding
the specific procedures that should be considered in planning an
audit in accordance with generally accepted auditing standards
(GAAS). SAS No. 22 states that the auditor should obtain a
knowledge of matters that relate to the nature of the entity’s busi-
ness, its organization, and its operating characteristics, and con-
sider matters affecting the industry in which the entity operates,
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including, among other matters, economic conditions as they re-
late to the specific audit.
For a thorough discussion of the economic and business environ-
ment, see the AICPA general Audit Risk Alert—2004/05.
Scrutiny on Uninsured Patient Charges and Billings
Health care organizations may be seeing increases in the levels of
care provided to the uninsured. Tens of millions in the United
States are without health insurance coverage. Unemployed and
self-employed individuals, as well as employers and employees,
finding the cost of health care coverage prohibitive, may opt to
forgo or reduce the level of coverage. Other factors, such as ad-
verse regional economic conditions and changes in requirements
for participation in governmental health care programs, may also
affect the numbers of uninsured patients receiving services at
your health care organization clients.
Uninsured patient charges, billings, and collections were in the
spotlight in 2004, receiving the attention of the U.S. Congress,
the media, the Centers for Medicare & Medicaid Services (CMS)—
the agency of the U.S. Department of Health and Human Ser-
vices (HHS) that administers the Medicare and Medicaid pro-
grams, and the HHS Office of Inspector General (OIG). A
number of health care organizations are addressing actions by tax
authorities and lawsuits that challenge their tax-exempt status
based on their practices for the billing and collection of charges
for the uninsured. In response, health care organizations may be
evaluating and changing their policies and procedures for charity
care, and for the billing and collection of charges for the unin-
sured. See the related discussions “Discounts to Uninsured and
Underinsured Patients” in the “Regulatory Developments” section
of this Alert, and “Charity Care and Collectibility of Receivables”
in the “Audit Issues and Developments” section of this Alert.
Access to Capital
As discussed in paragraph 7.14 of the Audit and Accounting
Guide Health Care Organizations (refers to the May 1, 2004 edi-
tion of the Guide), health care organizations require significant
2
ARA Health Care.qxd  12/22/2004  12:29 PM  Page 2
3sums of money to replace and upgrade buildings and expand the
facilities. As a result, health care organizations are dependent on
external sources of funds to satisfy their capital needs. Many
health care organizations finance acquisitions, additions, and ren-
ovations with long-term debt. New and frequently costly facilities
and equipment may be needed for the health care organization to
keep up with technological advancements and to meet the partic-
ular needs of the patients in the community. At the same time,
health care organizations face pressures by third-party payors to
control costs.
Auditors of health care organizations should be alert for condi-
tions and factors, such as more stringent bond insurer require-
ments, or cash flow constraints due to third-party payor
insolvency, particularly if a payor provides a significant portion of
the organization’s revenues, that may indicate that their client
may be unable to meet obligations under borrowing arrange-
ments or that may place constraints on the entity’s ability to ac-
cess the markets for needed capital.
Bond rating organizations monitor the health care industry and
provide outlook reports for the health care sector. Market outlook
reports that monitor the health care industry can provide useful
information about emerging industry issues and trends that audi-
tors can use to obtain an understanding of current client opera-
tions and to assess areas such as going-concern and debt
covenants. The August 2004 Not-For-Profit Healthcare: 2004
Outlook and Medians, from Moody’s Investor Services, expresses a
negative outlook for the not-for-profit health care sector. The re-
port discusses factors that support the outlook and mitigating
positive factors. 
Regulatory Compliance
Compliance with regulatory requirements is an important focus
for health care organizations. Health care organizations may be
subject to laws and regulations governing areas such as securities
trading, anti-trust law, privacy of patient information, patient
billing and transfers, and statutory reserve requirements, to name
a few. Federal and state regulators continue to establish new regu-
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latory requirements that can affect your clients in the health care
industry. In the “Regulatory Developments” section of this Alert
you will find brief summaries of some of the new rules and other
guidance released by the CMS, the OIG, and the Internal Rev-
enue Service (IRS) that may affect health care organizations. Also
discussed are OIG projects planned for the CMS and an IRS en-
forcement project for compensation practices.
Health care organizations should identify what regulations apply
for their particular circumstances and monitor regulatory devel-
opments. Noncompliance with certain regulations may subject
the health care organization to civil penalties, criminal penalties,
or exclusion from participation in federal health care programs.
Tax-exempt health care organizations need to safeguard against vi-
olations that could result in a loss of tax-exempt status under the
Internal Revenue Code (IRC) and various state laws. Chapter 7,
“Current Liabilities, Tax Considerations, and Long-Term Obliga-
tions,” in the Audit and Accounting Guide Health Care Organi-
zations includes a section regarding tax considerations for
not-for-profit health care organizations and brief discussion
about requirements for exemption from federal tax under IRC
sec. 501(c)(3). As discussed in “Scrutiny on Uninsured Patient
Charges and Billings” in this section of the Alert, some health
care organizations are addressing actions by tax authorities chal-
lenging their exempt status as a charitable activity as a result of
practices for charging, billing, and collecting from the uninsured.
Cascade Effect of the Sarbanes-Oxley Act of 2002
The Sarbanes-Oxley Act of 2002 applies to publicly held compa-
nies and other issuers. Since the issuance of the Sarbanes-Oxley
Act of 2002, several states’ legislators, regulators, and other
elected or appointed officials have sought to duplicate or extend
provisions of the Sarbanes-Oxley Act of 2002 to nonpublic com-
panies and their auditors on the state level. Further, the Govern-
ment Accountability Office (GAO),1 which issues Government
1. The General Accounting Office changed its name to the Government Accountabil-
ity Office on July 7, 2004.
4
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5Auditing Standards, has stated that it will be monitoring the ac-
tions of the AICPA and the Public Company Accounting Over-
sight Board (PCAOB) to determine if any changes, updates, or
clarifying guidance needs to be added to its auditing standards.
Auditors of health care organizations that are nonissuers should
be alert for developments at the state level that apply some or all
of the provisions of the Sarbanes-Oxley Act of 2002 to nonissuers
and to their auditors.
Help Desk—You may want to periodically look at the GAO Yel-
low Book Web site at www.gao.gov/govaud/ybk01.htm to follow
any GAO actions or guidance. That Web site also includes GAO
comment letters on AICPA and PCAOB proposals. To obtain an
overview of accounting reform state legislative activity, go to the
AICPA Web site at www.aicpa.org/statelegis/index.asp.
Auditors are reminded that health care organizations, not-for-
profits included, may be held to higher standards of accountabil-
ity these days, in the wake of recent business scandals. Form 990
information may be under increased scrutiny by donors, and the
fund-raising ability of not-for-profits can be harmed as a result of
negative public perceptions brought on by business and account-
ing scandals. Financial statement reporting may be under in-
creased scrutiny by underwriters, with respect to structuring
health care bond deals, and other financial statement users as a re-
sult of the issuance of the Sarbanes-Oxley Act of 2002.
As efforts on the state level to duplicate or extend provisions of
the Sarbanes-Oxley Act of 2002 continue, auditors of nonissuers
may want to follow developments related to the Sarbanes-Oxley
Act of 2002. The SEC has issued final rules implementing the
Sarbanes-Oxley Act of 2002. The PCAOB has issued final audit-
ing standards and other guidance.
Reimbursement From Medicaid Programs
Some health care organizations may receive a significant amount
of their patient revenues from Medicaid. Medicaid is funded
jointly by the federal and state governments and administered by
the states under approved plans. States have to comply with fed-
eral requirements but have flexibility in designing these plans.
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For states experiencing budget shortfalls, Medicaid programs may
be the target of cost containment measures such as benefit changes,
program eliminations, lower funding levels (for federal match),
and higher eligibility requirements, despite the strong demand for
health care services. Health care organizations may be affected by
changes in Medicaid reimbursement rates and delays in the timing
of payments. Auditors of health care organizations that may be af-
fected by these changes should consider their impact when audit-
ing estimates for revenues and receivables for services provided for
Medicaid beneficiaries, including estimates for bad debt.
Other Areas of Focus for Health Care Organizations
Changes to Risk Profiles in Provider Contracts
Many health care systems and managed care companies are sig-
nificantly changing risk profiles in provider contracts. Auditors
should consider the effect of these risk contract changes, either to
full risk or away from full risk, on the financial statements when
auditing their health care industry clients, and consider the need
to perform additional auditing procedures, including a careful re-
view of the contract terms.
Complexity of Negotiated Contracts
Negotiated contracts with third-party payors can be complex. Such
complex contracts can increase the difficulty of properly estimating
and accounting for revenue under these negotiated arrangements.
Malpractice
Increases in malpractice insurance costs, legislation allowing caps
on malpractice awards, and medical and technological break-
throughs that result in the performance of more complex and
riskier procedures are some of the issues that health care organiza-
tions have to consider when evaluating insurance coverage. Also,
the U.S. Supreme Court reached a decision in June 2004 that
limited a patient’s rights to sue health plans in state courts.
Health care organizations may respond by opting to increase de-
ductibles or increase the extent of risk retained as a result of
changes in policy terms. Other responses may include changes in
6
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7actuaries or assumptions to determine malpractice losses. See the
related discussion “Malpractice Losses” in the “Audit Issues and
Developments” section of this Alert.
Regulatory Developments2
This section of the Alert provides brief summaries of some of the
regulations issued and regulatory publications released since the
writing of last year’s Alert that may affect your clients in the
health care industry.
Medicare Prescription Drug, Improvement and
Modernization Act of 2003
The Medicare Prescription Drug, Improvement and Moderniza-
tion Act of 2003 (the Act) was signed into law on December 8,
2003. The most publicized aspect of this legislation is the pre-
scription drug benefit. The Financial Accounting Standards Board
(FASB) issued two FASB Staff Positions (FSPs) to address the
Act’s effects for employers that provide postretirement prescrip-
tion drug coverage, FSP FAS 106-1, Accounting and Disclosure Re-
quirements Related to the Medicare Prescription Drug, Improvement
and Modernization Act of 2003, and FSP FAS 106-2, Accounting
and Disclosure Requirements Related to the Medicare Prescription
Drug, Improvement and Modernization Act of 2003, which super-
seded FSP FAS 106-1. For your clients in the health care industry,
the effects of this legislation can go beyond the accounting and
disclosures for prescription drug coverage. Other provisions of the
Act may affect reimbursements under the Medicare program and
participation levels by Medicare beneficiaries in private health
plans (Medicare Advantage Plans) versus traditional Medicare.
2. Readers should be alert for updates, amendments, or other changes to the rules dis-
cussed in this section of the Alert and other recent developments related to regula-
tory activities. The brief summaries provided in this section of the Alert are for
informational purposes only. Readers should refer to the full text of the regulations
and other documents that are discussed in this section of the Alert. See the “Infor-
mation Sources” section at the end of this Alert for a list of some Web sites that can
provide additional information on regulatory issues and developments.
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CMS has released proposed and final rules to implement the pro-
visions of the Act. You can find information about CMS pro-
posed and final rules and other CMS activities to implement the
Act on the CMS Web site at www.cms.gov.
Centers for Medicare & Medicaid Services
CMS released a number of new regulations since the writing of
last year’s Alert. You can obtain information about these regula-
tions on the CMS Web site, www.cms.gov. This section of the
Alert will discuss some recent developments in CMS regulations
for prospective payment systems (PPS) and physician referrals.
Also, as a reminder, health care organizations are continuing to
implement final rules issued to implement the Administrative
Simplification provisions of the Health Insurance Portability and
Accountability Act of 1996 (HIPAA). Compliance deadlines in
some circumstances extend beyond 2004 through May 23, 2008.
Recent Alerts have discussed final rules issued in prior years to ad-
dress the Administrative Simplification provisions of HIPAA.
Since the writing of last year’s Alert, a new final rule, “HIPAA
Administrative Simplification: Standard Unique Health Identi-
fier for Health Care Providers,” published in the January 1, 2004,
Federal Register, was issued to address the Administrative Simpli-
fication provisions.
Prospective Payment Systems
Among its PPS, CMS had established a diagnosis-specific inpa-
tient PPS, and more recently, a per-discharge PPS for inpatient
rehabilitation facilities (IRFs). 42 Code of Federal Regulations
(CFR) Part 412 specifies the regulations governing exclusion
from the inpatient PPS and classification of hospitals as IRFs.
One of the criteria used to classify a hospital as an IRF, com-
monly known as the “75 percent rule,” was revised in a final rule,
“Medicare Program; Changes to the Criteria for Being Classified
as an Inpatient Rehabilitation Facility,” published in the May 7,
2004, Federal Register. The final rule also modifies and expands
the medical conditions listed in the 75 percent rule regulatory re-
quirements, as well as temporarily lowers the percentage of pa-
8
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9tients required to fall within one of the specified lists of medical
conditions. The regulations are effective for cost reporting peri-
ods beginning on or after July 1, 2004.
CMS has established a new Medicare PPS for inpatient psychi-
atric facilities to replace the existing cost-based system. The rule
contains an outlier policy and a stop-loss provision to ensure hos-
pitals avoid significant losses during the transition period. Free-
standing psychiatric hospitals and certified psychiatric units in
general acute care hospitals are included in the PPS. The final
rule was published in the November 15, 2004, Federal Register,
and is effective for cost reporting periods beginning on or after
January 1, 2005.
See the related discussion “Prospective Payment System Audit
Considerations” in the “Audit Issues and Developments” section
of this Alert.
Physicians’ Referrals to Health Care Entities With Which
They Have Financial Relationships
There have been recent developments in the rules governing
physician referrals of Medicare patients. Section 1877 of the So-
cial Security Act (commonly known as the “Stark” Law) prohibits
certain physician referrals. Briefly, a physician is prohibited from
referring a patient to an entity and filing a claim for “designated
health services” if the physician (or immediate family member)
has a financial relationship with the entity, unless there is a regu-
latory or statutory exception. The original legislation passed in
1989 applied to clinical laboratory services. Congress later ex-
panded the prohibition to additional services and certain aspects
of the Medicaid program.
CMS (previously the Health Care Financing Administration)
published proposed regulations in 1998 to cover the additional
designated services and the Medicaid expansion discussed above.
CMS finalized this proposed rule in two phases. CMS published
a final rule (Phase I), “Medicare and Medicaid Programs; Physi-
cians’ Referrals to Health Care Entities With Which They Have
Financial Relationships” in the January 4, 2001, Federal Register.
In the December 24, 2003, Federal Register, CMS published a
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final rule delaying for six months the last sentence of Section
411.354(d)(1) of the final rule to give additional time to recon-
sider the definition of compensation that is “set in advance” as it
relates to percentage compensation methodologies, in order to
avoid unnecessarily disrupting existing contractual relationships
for physician services. The effective date was deferred a final time
to July 26, 2004, in a final rule published in the June 25, 2004,
Federal Register.
The July 26, 2004, date coincides with the effective date of the CMS
interim final rule “Medicare Program; Physicians’ Referrals to Health
Care Entities With Which They Have Financial Relationships
(Phase II),” published in the March 26, 2004, Federal Register,3
which removed that sentence from the regulation. The Phase II rule
covers remaining statutory exceptions not covered in Phase I, creates
new regulatory exceptions, and revises the definition of compensa-
tion that is “set in advance.” The effective date is July 26, 2004.
The Medicare Prescription Drug, Improvement and Modernization
Act of 2003 changed the hospital and rural provider ownership
exceptions to the physician self-referral prohibition, and established
an 18-month moratorium (in effect from December 8, 2003
through June 7, 2005), on physician ownership of or investment
in certain specialty hospitals. CMS issued a one-time notification
on March 19, 2004, to implement the 18-month moratorium.
Office of Inspector General
Publications: Work Plan and Semiannual Report
The OIG investigates and monitors the Medicare and Medicaid
programs. On the HHS OIG Web site at www.oig.hhs.gov you
can access two publications that can be helpful in obtaining in-
formation about current projects and investigative activities of
the OIG—the current year OIG Work Plan released in October
2004 and the OIG 2004 October-March Semiannual Report.
3. Corrections of technical errors in the interim final rule were published in the April 6,
2004, Federal Register and in the September 24, 2004, Federal Register. Also, the in-
terim final rule notes that, with one exception, the Centers for Medicare and Medicaid
Services reserved addressing Section 903(s) of the Social Security Act, which applied
Section 1877 to referrals for Medicaid covered services, for future rulemaking.
10
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The Work Plan includes a chapter with the full range of OIG
projects planned for the CMS. The Introduction section of the
Work Plan notes that the work-planning process tends to be dy-
namic and so the focus and timing of projects may be altered.
The CMS projects are presented by categories that include hospi-
tals (Medicare and Medicaid), home health agencies and nursing
homes (Medicare), managed care (Medicare), physicians and
other health professionals (Medicare), Medicaid administration
including upper payment limit programs, and other services
(Medicare and Medicaid).
Planned projects for Medicare hospitals include:
• Determine whether claims submitted for inpatient outlier pay-
ments are in accordance with Medicare laws and regulations.
• Review payments to inpatient rehabilitation facilities
under the PPS.
• Examine extent of acute and postacute care through se-
quential stays at different hospitals to identify questionable
patterns of care.
• Review payments to long-term care hospitals, including
appropriateness of early discharges to home, interrupted
stays, and outlier payments.
• Determine accuracy and appropriateness of organ acquisi-
tion costs and Medicare payments related to organ pro-
curement organizations.
• Determine whether outlier payments to hospital outpa-
tient departments and community mental health centers
were in accordance with Medicare laws and regulations.
Planned projects for Medicaid hospitals include:
• Determine whether Medicaid state agencies ensured day
and cost outliers paid under state programs were limited to
long lengths of stay or high costs.
• Determine hospital eligibility for disproportionate share
hospital payments.
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The Work Plan notes the Office of Investigations, an OIG com-
ponent, will investigate Medicare and Medicaid billing for ser-
vices not rendered and other false claims, as well as business
arrangements that violate the federal anti-kickback statute. The
Work Plan also notes expectations for continued focus on the
Emergency Medical Treatment and Labor Act (EMTALA), the
“patient dumping” statute.
OIG prepares semiannual reports to keep the U.S. Congress and
Secretary of HHS informed of significant findings and recom-
mendations. The 2004 October-March Semiannual Report pro-
vides examples of OIG administrative sanctions during the
reporting period, including program exclusions, civil monetary
penalties, kickback enforcement actions, and settlements involv-
ing alleged violations of EMTALA. Also included are examples of
criminal enforcement actions for hospitals, home health agencies,
nursing homes, and other providers.
Compliance Program Guidance
Compliance plans are voluntary for health care organizations un-
less imposed under a corporate integrity agreement by OIG. In
previous years, OIG has issued compliance program guidance for
various segments of the health care industry. OIG has not re-
leased new compliance program guidance since the writing of last
year’s Alert. However, to supplement prior compliance program
guidance for hospitals issued in 1998, the OIG released “Draft
Supplemental Compliance Program Guidance for Hospitals,”
published in the June 8, 2004, Federal Register.
Section II, “Fraud and Abuse Risk Areas,” of the proposed com-
pliance guidance presents fraud and abuse risk areas particularly
relevant to the hospital industry, noting that the guidance would
be used as a starting point for a hospital’s legal review of its par-
ticular practices and for development or refinement of policies
and procedures to reduce or eliminate potential risk. Section II
presents discussions of areas of concern:
(A) Submission of Accurate Claims and Information. This
discussion highlights evolving risks or risks that appear to
the OIG to be underappreciated by the industry. Among
12
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other matters, this section states that a hospital may be li-
able under the False Claim Act or other statutes imposing
sanctions for submitting false claims or statements. Inac-
curate or incomplete reporting may, in some instances,
result in liability under the federal anti-kickback statute.
Many states also have fraud and abuse statutes.
(B) The Referral Statutes: The Physician Self-Referral Law
(the “Stark” Law) and the Federal Anti-Kickback Statute.
Among other matters this section proposes inquiries and
factors to consider for analyzing a financial relationship
under the Stark Law and for analyzing an arrangement or
practice under the federal anti-kickback statute. This sec-
tion also notes that the OIG has a long-standing concern
about joint venture arrangements between those in a po-
sition to refer or generate federal health care program
business and those providing items or services reim-
bursable by federal health care programs.
(C) Payments to Reduce or Limit Services: Gainsharing
Arrangements.4
(D) Emergency Medical Treatment and Labor Act (EMTALA).
(E) Substandard Care.
(F) Relationships with Federal Health Care Program Beneficiaries.
(G) HIPAA Privacy and Security Rules.
(H) Billing Medicare and Medicaid Substantially in Excess of
Usual Charges.
(I) Areas of General Interest. This section discusses arrange-
ments of continuing interest to the hospital community:
discounts to uninsured patients, preventative care ser-
vices, and professional courtesy. See the related discussion
“Discounts to Uninsured and Underinsured Patients” in
this section of the Alert.
4. On July 8, 1999 the Office of Inspector General issued a Special Advisory Bulletin
“Gainsharing Arrangements and CMPs for Hospital Payments to Physicians to Re-
duce or Limit Services to Beneficiaries.”
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You can get the full text of the OIG compliance program guid-
ance, the proposed supplemental guidance for hospitals, as well as
information about compliance program guidance that may be is-
sued subsequent to the writing of this Alert, on the OIG Web site
at www.oig.hhs.gov.
Discounts to Uninsured and Underinsured Patients
CMS and OIG each released guidance in 2004 to address relief
for uninsured and underinsured patients. To obtain the docu-
ments discussed in this section of the Alert visit the OIG Web site
at www.oig.hhs.gov and the CMS Web site at www.cms.gov.
OIG Guidance
“Hospital Discounts Offered to Patients Who Cannot Afford to
Pay Their Hospital Bills” was released by the OIG in 2004, stat-
ing the OIG belief that hospitals are able to provide relief to
uninsured patients who cannot afford to pay hospital bills and to
underinsured patients who cannot afford cost-sharing amounts.
Discounts to Uninsured Patients. The OIG guidance notes that
no OIG authority prohibits or restricts a hospital from offering
discounts to uninsured patients unable to pay hospital bills, and
no OIG rule or regulation requires a hospital to engage in any
particular collection practice. It had been suggested that the fed-
eral anti-kickback statute and Section 1128(b)(6)(A) of the Social
Security Act prevent hospitals from offering discounted prices to
the uninsured, and that hospitals are reluctant to give discounts
because OIG requires vigorous collection efforts by hospitals
against the uninsured. Section 1128(b)(6)(A) permits exclusion
from participation in federal health care programs if the provider
submits bills or requests for payment for amounts substantially
more than the provider’s usual charges.
On September 15, 2003, the OIG released proposed regulations
to provide additional assurance to the health care industry, defin-
ing key terms in Section 1128(b)(6)(A) of the Social Security Act.
Reductions or Waivers of Cost-Sharing Amounts. The OIG guid-
ance notes that fraud and abuse laws permit a waiver of all or a
14
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portion of a financially needy beneficiary’s cost-sharing amount,
with financial need not limited to indigence. Hospitals should
use a reasonable set of financial need guidelines that are based on
objective criteria and appropriate for the applicable locality, and
apply the guidelines uniformly in all cases. The guidance also dis-
cusses the OIG advisory process available to hospitals and others.
Routine waivers of Medicare coinsurance and deductibles can vi-
olate the federal anti-kickback statute if one purpose of a waiver is
to generate business payable by a federal health care program. A
separate statutory provision prohibits offering inducements to
Medicare and Medicaid beneficiaries.
For further discussion about OIG views regarding discounts that
hospitals offer to uninsured patients and others unable to pay
hospital bills, see “Testimony of Lewis Morris, Chief Counsel to
the Inspector General, before the Oversight and Investigations
Subcommittee of the U.S. House Committee on Energy and
Commerce on Discounts Offered to Patients Who Cannot Af-
ford to Pay Their Hospital Bills” of June 24, 2004.
CMS Guidance
CMS released guidance in a question-and-answer format, “Ques-
tions On Charges For The Uninsured” in 2004, stating that hos-
pitals can waive collection of charges to an indigent, uninsured
individual. The guidance notes that nothing in the CMS regula-
tions, CMS Provider Reimbursement Manual, or CMS Program
Instructions prohibits waiving collection of charges to patients, if
done as part of the hospital’s indigency policy. The guidance dis-
cusses presentation of full charges on Medicare cost reports, CMS
reimbursement of bad debt, and indigence determinations,
among other matters.
For a discussion of the role CMS plays in how hospitals and other
Medicare providers bill uninsured and underinsured patients, see
“Testimony of Herb Kuhn, Director, Center for Medicare Man-
agement Centers for Medicare & Medicaid Services” before the
House Energy and Commerce Subcommittee on Oversight and
Investigations of June 24, 2004. Also, for the response to an
American Hospital Association letter regarding the issue of hospi-
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tals charging the uninsured more than individuals who have
health coverage see “Text of Letter From Tommy G. Thompson,
Secretary of Health and Human Services, to Richard J. Davidson,
President, American Hospital Association.”
Securities and Exchange Commission Activities
Continuing Disclosures
Last year’s Alert discussed the work of the Municipal Council to
establish a single electronic filing location (commonly referred to
as an electronic “post office”) for municipal securities issuers and
conduit borrowers to use to provide financial statements and
other financial information to the nationally recognized munici-
pal securities information repositories (NRMSIRs). The Munici-
pal Advisory Council of Texas established a Web site for that
purpose at www.DisclosureUSA.org. The staff of the Securities
and Exchange Commission (SEC) Division of Investment Mar-
ket Regulation issued an Interpretative Letter on September 7,
2004, authorizing the use of DisclosureUSA.org for NRMSIR
filings. The Interpretative Letter is available on the SEC Web site
at www.sec.gov/info/municipal/texasmac090704.pdf. For pur-
poses of such electronic filings, auditors should consider advising
their health care organization clients that are issuers and conduit
borrowers to produce their financial statements in a secure elec-
tronic format, such as a portable document format (PDF) file.
Help Desk—The Office of Municipal Securities of the SEC
release “Tips for Making Continuing Disclosure Filings” is
available on the SEC Web site at www.sec.gov. Guidance for
auditors with respect to continuing disclosure documents can
be found in Chapter 16, “Auditor Association With Municipal
Securities Filings,” in the Audit and Accounting Guide State
and Local Governments.
Internal Revenue Service Developments
Enforcement Project for Compensation Practices
As part of its Tax Exempt Compensation Enforcement Project,
the IRS announced an enforcement effort to identify and halt
abuses by tax-exempt organizations that pay excessive compensa-
16
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tion and benefits to officers and other insiders. Nearly 2,000
charities and foundations will be contacted by the IRS seeking in-
formation about compensation practices and procedures. This
project began in July 2004 and will continue into 2005. Particu-
lar areas of focus include compensation of specific officers and
various kinds of insider transactions. The IRS will also focus on
Form 990 reporting, including answers on Form 990 about ex-
cess benefit transactions. Readers can go to the IRS Web site at
www.irs.gov/newsroom/article/0,,id=128328,00.html to find an
IRS news release announcing this enforcement effort.
Joint Ventures
The IRS has issued guidance in Revenue Ruling 2004-51 on
joint ventures between tax-exempt organizations and for-profit
entities. The issues discussed are:
• Whether an organization continues to qualify for exemp-
tion from federal income tax when it contributes to, and
conducts a portion of its activities through, a limited liabil-
ity company formed with a for-profit corporation.
• Whether the organization is subject to unrelated business
income tax on its distributive share of the limited liability
company income.
Health Maintenance Organization Incentive Payments
The IRS issued guidance in Revenue Procedure 2004-41, giving
health maintenance organizations (HMOs) and health insurance
companies more than 2½ months after the end of their taxable year
to make incentive payments to health care providers that meet objec-
tives related to providing quality care in a cost-efficient manner, and
still take the related deduction. For the IRS news release with more
information and to obtain the revenue procedure, go to the IRS Web
site at www.irs.gov/newsroom/article/0,,id=124954,00.html.
Rebuttable Presumption Procedure
As discussed in a past Alert, intermediate sanction taxes were im-
posed on top officials within certain tax-exempt organizations
who receive excess compensation from their organization. The
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regulations include a fairly straightforward procedure for ensur-
ing that all top officials are in full compliance, and therefore not
liable for the taxes. Subsequently, the IRS developed an article
that discusses how the rebuttable presumption procedure is key
to easy intermediate sanctions compliance. The procedure is not
required, but it may help ensure compliance.
The article includes discussions on covered individuals, the pro-
cedure, the benefits for following the procedure, and a rebuttable
presumption checklist. The procedure discussion goes into fur-
ther detail about who must make the decision, what data must be
used, and how and when to document the decision.
Readers can go to www.irs.gov/pub/irs-tege/m4958a2.pdf to see
the article in its entirety. Moreover, readers may refer to an Ex-
empt Organizations Continuing Professional Education article
that explains the provisions relating to “automatic” excess benefit
transactions under IRC sec. 4958 for additional guidance at
www.irs.gov/pub/irs-tege/eotopice04.pdf.
Tax-Exempt Bonds—Private Use Test
The IRS Publication 4077, Tax-Exempt Bonds for 501(c)(3) Char-
itable Organizations, provides an overview of general post-is-
suance rules under federal tax law for qualified 501(c)(3) bonds,
tax-exempt qualified private activity bonds issued by state and
local governments. The proceeds must be used to finance prop-
erty owned by either an organization exempt under IRC sec.
501(c)(3) or a governmental unit.
Issuers and beneficiaries should be aware of the post-issuance
rules to safeguard against violations that could result in a loss of
tax-exempt status for the bonds. Qualified 501(c)(3) bonds lose
their tax-exempt qualified status if at any time either (1) the own-
ership test is not satisfied or (2) both the private business use and
payments tests are satisfied.
In this section of the Alert we will briefly discuss the private use
test. Under the private use test, more than 5 percent of the net
proceeds of the 501(c)(3) bond issue is used for any private busi-
ness use. Use of bond-financed property or proceeds in an unre-
18
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lated trade or business or use of the bond-financed property by a
nongovernmental person other than the 501(c)(3) exempt organi-
zation borrower can result in private business use. Bond proceeds
can be used to finance working capital expenditures of the exempt
organization if the use furthers the organization’s exempt purpose.
Issuance costs financed with bond proceeds are treated as private
business use when applying the private business use test.
There are remedial actions available to cure use of proceeds that
would otherwise cause 501(c)(3) bonds to lose tax-exempt status,
including redemption or defeasance of bonds, alternative use of
disposition proceeds, and alternative use of bond-financed pro-
ceeds. On August 13, 2004, the IRS published final regulations
amending the rules pertaining to remedial actions.
To obtain Publication 4077 and the final regulations amending
the rules permitting remedial actions for the tax-exempt bonds go
to the IRS Web site at www.irs.gov.
Revision of Form 1023
The IRS has revised Form 1023, “Application for Exemption Under
Section 501(c)(3) of the Internal Revenue Code.” To obtain further
information about the revised Form 1023, including how to obtain
the form and instructions, either online or as printed copies, go to the
IRS Web site at www.irs.gov/newsroom/article/0,,id=130666,00.html.
Form 990 Reporting
The IRS has designed a new electronic filing process for Form
990/990EZ under the IRS e-file program, which began in February
2004. Form 990 is used by tax-exempt organizations to provide
disclosure of releasable data to the public as provided by law. Any
exempt taxpayer who files Form 990/990EZ may participate. Tax
professionals who plan to participate must complete a new or re-
vised Form 8633, Application to Participate in the IRS e-file Pro-
gram. The approved IRS e-file providers listing contains links to
companies that offer 990 e-file. Answers to your questions regarding
application procedures, including revising or submitting a new Form
8633, are contained in Form 8633—answers to Frequently Asked
Questions, at www.irs.gov/efile/article/0,,id=118979,00.html.
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New Auditing and Attestation Pronouncements 
and Other Guidance5
AICPA Pronouncements and Guidance
Presented below is a list of auditing and attestation pronounce-
ments, guides, and other guidance issued by the AICPA since the
writing of last year’s Alert. (The PCAOB sets standards for audits of
public companies. A listing of PCAOB standards and rules follows).
For information on AICPA auditing and attestation standards, qual-
ity control standards, and other AICPA guidance issued subsequent
to the writing of this Alert, please refer to the AICPA Web site at
www.aicpa.org/members/div/auditstd/technic.htm. You may also
look for announcements of newly issued AICPA standards in the
CPA Letter, the Journal of Accountancy, and the quarterly electronic
newsletter, In Our Opinion, issued by the AICPA Auditing Stan-
dards Team and available at www.aicpa.org. To obtain copies of
AICPA standards, guides, and practice aids, contact Service Center
Operations at (888) 777-7077 or go online at www.cpa2biz.com.
Statement of Position Auditing the Statement of Social Insurance
(SOP) 04-1
(Not applicable to audits 
conducted in accordance with 
PCAOB standards)
Audit Interpretation of SAS Interpretation No. 17, “Clarification in the 
No. 58, Reports on Audited Audit Report of the Extent of Testing of 
Financial Statements Internal Control Over Financial Reporting in
(Not applicable to audits Accordance With Generally Accepted 
conducted in accordance with Auditing Standards”
PCAOB standards) (available as of the writing of this Alert on the 
AICPA Web site at www.aicpa.org/members/ 
div/auditstd/announce/index.htm)
5. The brief summaries of the auditing and attestation pronouncements and other
guidance discussed in this section of the Alert are for informational purposes only
and should not be relied upon as a substitute for a complete reading of the applica-
ble pronouncement or guidance.
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Audit Interpretation of SAS Interpretation No. 18, “Reference to PCAOB 
No. 58 Standards in an Audit Report on a Nonissuer”
(Not applicable to audits (available as of the writing of this Alert on the 
conducted in accordance with AICPA Web site at www.aicpa.org/members/
PCAOB standards) div/auditstd/announce/index.htm)
AICPA Toolkit The AICPA Audit Committee Toolkit
(nonauthoritative) (See the Audit Committee Effectiveness Center 
Web site at www.aicpa.org/audcommctr/
homepage.htm for information about the 
AICPA Audit Committee Effectiveness Center, 
including information about obtaining the 
Toolkit.)
AICPA Practice Alert 2003-3 Acceptance and Continuance of Clients
(nonauthoritative) and Engagements
(available as of the writing of this Alert on the 
AICPA Web site at www.aicpa.org/members/ 
div/auditstd/pract_alerts.asp)
AICPA Practice Alert 2004-1 Illegal Acts
(nonauthoritative) (available as of the writing of this Alert on the 
AICPA Web site at www.aicpa.org/members/ 
div/auditstd/pract_alerts.asp)
AICPA Practice Aid Valuation of Privately-Held-Company Equity
(nonauthoritative) Securities Issued as Compensation
AICPA Practice Aid Auditing Governmental Financial Statements:
(nonauthoritative) Programs and Other Practice Aids
(See the discussion “AICPA Products and 
Publications” in the “Resource Central” section 
of this Alert.)
AICPA Practice Aid Establishing and Maintaining a System of Quality 
(nonauthoritative) Control for a CPA Firm’s Accounting and 
Auditing Practice
AICPA Technical Practice Reporting on Medicaid/Medicare Cost 
Aid (TPA) 9110.15 “Reports”
(nonauthoritative)
Of the pronouncements and other guidance listed above, a pro-
nouncement having particular significance to the health care in-
dustry is briefly explained below.
For a list of recent revisions to AICPA ethics interpretations and
rulings, see the general Audit Risk Alert—2004/05 (product no.
022335kk). Refer to the Independence and Ethics Audit Risk
Alert—2004/05 (product no. 022475kk) for further information
about professional ethics and independence developments.
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Technical Practice Aid for Reporting on Medicaid/Medicare
Cost Reports
The AICPA Audit and Attest Standards Staff issued TPA6 TIS
9110.15, Reporting on Medicaid/Medicare Cost Reports. TIS
9110.15 discusses the form of report an auditor should issue to
comply with the “certification” requirement from payors in regard
to health care organization financial statement audit engagements.
The inquiry section states that third-party payors (the most com-
mon examples are Medicare and Medicaid) may require health
care organizations to prepare and submit “cost reports” as a con-
dition of participation in a payor’s program. Sometimes a specific
payor (such as a state Medicaid program) will require health care
organizations to obtain an audit of their financial statements and,
further, will require some form of independent auditor associa-
tion with or “certification” of cost reports submitted by the health
care organization. Auditors have expressed concern that provid-
ing such certification might erroneously imply that they are pro-
viding assurance on the entity’s cost report or on its compliance
with cost report rules or regulations.
The reply section discusses the form of report an auditor should
issue to comply with the “certification” requirement from payors
when an auditor has been engaged to perform an audit of a health
care organization’s basic financial statements. The auditor could
enter into a separate engagement to examine the cost report
under Chapter 6, “Compliance Attestation,” of Statement on
Standards for Attestation Engagements No. 10, Attestation Stan-
dards: Revision and Recodification (AICPA, Professional Standards,
vol. 1, AT sec. 601), as amended. However, typically states do not
require such extensive services and therefore, health care organi-
zations may be reluctant to engage the auditor to perform such an
6. “Technical Questions and Answers” Section 9000, Auditors’ Reports, of Technical Prac-
tice Aids, includes nonauthoritative Questions and Answers (Q&As), based on se-
lected practice matters identified by the staff of the AICPA Technical Hotline and
various other bodies within the AICPA. As of the writing of this Alert, the Q&A dis-
cussed in this section of the Alert is also available on the AICPA Web site at
www.aicpa.org/members/div/auditstd/Recently_Issued_Technical_Practice_Aids.asp.
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examination. If the health care organization includes their cost
report as accompanying information with their audited basic fi-
nancial statements, an auditor may report on the cost report as
accompanying information in accordance with SAS No. 29, Re-
porting on Information Accompanying the Basic Financial State-
ments in Auditor-Submitted Documents (AICPA, Professional
Standards, vol. 1, AU sec. 551), as amended, or SAS No. 8, Other
Information in Documents Containing Audited Financial State-
ments (AICPA, Professional Standards, vol. 1, AU sec. 550), as
amended. TIS 9110.15 provides an illustration of an “in relation
to” opinion in a restricted-use report on certain data within a cost
report, if certain cost report amounts or statistics have been sub-
jected to auditing procedures applied in the audit of the basic fi-
nancial statements. Auditors should consider the guidance in SAS
No. 87, Restricting the Use of the Auditor’s Report (AICPA, Profes-
sional Standards, vol. 1, AU sec. 532), before deciding whether to
combine the illustrated report with the auditor’s report on the
basic financial statements.
PCAOB Pronouncements and Guidance
Presented below is a list of standards and other guidance recently
issued by the PCAOB. The AICPA general Audit Risk
Alert—2004/05 (product no. 022335kk) contains a summary ex-
planation of all these issuances and further discussion about
PCAOB developments. The PCAOB sets standards for audits of
public companies. Readers should understand the provisions of
the Sarbanes-Oxley Act of 2002, the SEC regulations implement-
ing the Sarbanes-Oxley Act of 2002, and the rules and standards
of the PCAOB, as applicable to their circumstances, to determine
if the standards of the PCAOB should be applied. All PCAOB
standards and rules are approved by the SEC prior to taking ef-
fect. See the PCAOB Web site at www.pcaobus.org for informa-
tion about PCAOB activities and any standards issued by the
PCAOB, including rules and standards issued subsequent to the
writing of this Alert.
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PCAOB Auditing References in Auditors’ Reports to the Standards
Standard No. 1 of the Public Company Accounting Oversight Board
(Applicable to public 
company audits only)
PCAOB Auditing An Audit of Internal Control Over Financial
Standard No. 2 Reporting Performed in Conjunction with An
(Applicable to public Audit of Financial Statements
company audits only)
PCAOB Auditing Audit Documentation, and related Amendment to
Standard No. 3 Interim Auditing Standards—Part of Audit
(Applicable to public Performed by Other Independent Auditors
company audits only)
PCAOB Rules Since the writing of last year’s Alert the PCAOB
(Applicable to public has issued a number of rules to be used by
company audits only) registered public accounting firms in the 
preparation and issuance of audit reports.
Implementation Guidance Issued
The PCAOB issued staff guidance on Auditing Standards No. 1
and No. 2 in the form of question-and-answer documents:
• Staff Questions and Answers: Audits of Financial Statements
of Non-Issuers Performed Pursuant to the Standards of the
PCAOB (June 30, 2004)
• Staff Questions and Answers: Auditing Internal Control Over
Financial Reporting (June 23, 2004, October 6, 2004, and
November 22, 2004)
Government Auditing Standards Developments
Last year’s Alert discussed the GAO issuance of a comprehensive
revision to Government Auditing Standards (also known as the
“Yellow Book”) in June 2003. The revisions were effective for fi-
nancial audits and attestation engagements of periods ending on
or after January 1, 2004, and for performance audits beginning
on or after January 1, 2004.
Among the changes in that revision was the clarification that the
80 hours of continuing professional education (CPE) and train-
ing that is required under the Yellow Book every two years should
24
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directly enhance the auditor’s professional proficiency to perform
audits and/or attestation engagements.
In March 2004, the GAO posted an Internet notice on its Web
site to amend paragraph 46 of the April 1991 Interpretation of
Continuing Education and Training Requirements in advance of fi-
nalizing a more comprehensive update. That Internet Notice,
which auditors should review for a full understanding of its pro-
visions, explains and provides examples of how taxation courses
should support the subject matter of the Government Auditing
Standards engagement to count towards the 80-hour CPE re-
quirement. It also explains how CPE that satisfies Government
Auditing Standards requirements may or may not satisfy the CPE
requirements of state licensing bodies and professional organiza-
tions (and vice versa).
In October 2004, the GAO published the exposure document
Guidance on GAGAS Requirements for Continuing Professional Ed-
ucation that, when finalized, will provide guidance for imple-
menting the CPE requirements prescribed in the 2003 revision of
Government Auditing Standards and replace Interpretation of Con-
tinuing Education and Training Requirements.
Help Desk—For further information about Government Au-
diting Standards and to obtain the Internet Notice and the ex-
posure document visit the GAO Web site at www.gao.gov.
Audit Guide for Performing OMB Circular A-133 and Government
Auditing Standards Audits
The AICPA has updated the Audit Guide States, Local Govern-
ments, and Not-for-Profit Organizations Receiving Federal Awards,
with conforming changes as of May 1, 2004 and given the Guide
a new title—Government Auditing Standards and Circular A-133
Audits (product no. 012744kk). This new title was chosen to bet-
ter reflect the Guide’s content. The Guide has been reorganized
to separate Government Auditing Standards guidance from guid-
ance related to audits conducted in accordance with the Single
Audit Act Amendments of 1996 and Office of Management and
Budget (OMB) Circular A-133, Audits of States, Local Govern-
ments, and Non-Profit Organizations (Circular A-133). Changes
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were also made for the Circular A-133 revision as of June 27,
2003, and to incorporate numerous changes needed as a result of
the provisions of the 2003 Government Auditing Standards.
Audit Issues and Developments
Prospective Payment System Audit Considerations
Prospective rate setting may result from a contractual agreement
with a third party, or be mandated through legislation. The rules
governing prospective payment systems (PPS) may be complex
and subject to modification. This section of the Alert discusses
some of the audit implications to consider for PPS.
Modification of negotiated contracts with managed care compa-
nies and changes to government payor PPS regulations may have
a significant impact on a health care organization. The health care
organization’s full established rates may become subject to greater
regulatory scrutiny. Personnel will require additional training.
The health care organization may contract with a third-party
billing organization, implement new computer systems, or make
significant changes to existing systems so that the appropriate
revenues can be calculated, processed, and billed.
Where a negative financial impact as a result of a new PPS rule or
rule modification is especially significant, the affected health care
organization may choose to eliminate programs and services in
anticipation of, or in response to, adverse financial effects. If pro-
grams or services are not eliminated, the health care organization
may respond to anticipated declines in revenue with cost-cutting
measures. Auditors should consider the applicability of the guid-
ance in FASB Statement of Financial Accounting Standards No.
146, Accounting for Costs Associated with Exit or Disposal Activities,
for costs associated with exit or disposal activities, including cer-
tain contract terminations.
Auditors of health care organizations should consider whether
changes to PPS regulations and contracts may create any incentive
for clients to look for inappropriate methods of maximizing income,
and whether management has adopted inappropriate revenue recog-
26
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nition policies. Auditors may need to be attentive to warning signals
that indicate increased audit risk with respect to revenue recognition
and respond with appropriate professional skepticism. Auditors
should consider the guidance in SAS No. 47, Audit Risk and Materi-
ality in Conducting an Audit (AICPA, Professional Standards, vol. 1,
AU sec. 312), as amended, on the consideration of audit risk and
materiality when planning and performing an audit of financial
statements. Also, SOP 00-1, Auditing Health Care Third-Party Rev-
enues and Related Receivables, provides guidance to auditors regarding
uncertainties inherent in health care third-party revenue recognition.
See the related discussion “Prospective Payment Systems” in the
“Regulatory Developments” section of this Alert.
Consideration of Fraud in a Financial Statement Audit
SAS No. 99, Consideration of Fraud in a Financial Statement Audit
(AICPA, Professional Standards, vol. 1, AU sec. 316), is the primary
source of authoritative guidance about an auditor’s responsibilities
concerning the consideration of fraud in a financial statement audit. 
In this section of this Alert we provide health care industry specific
topics relating to SAS No. 99, including a list of fraud risk factors
specific to the health care industry. Remember that fraud risk factors
are only one of several sources of information an auditor considers
when identifying and assessing risk of material misstatement due to
fraud. Although the risk factors cover a broad range of situations,
they are only examples and, accordingly, the auditor may wish to
consider additional or different risk factors. Also, the order of the
examples of risk factors provided is not intended to reflect their rel-
ative importance or frequency of occurrence. The health care indus-
try-specific fraud risk factors that follow include interpretations of
some of the example risk factors found in SAS No. 99, tailored to
the health care industry. They should be used to supplement, but
not replace, the example risk factors included in SAS No. 99.7
7. This listing of industry-specific conditions for the health care industry can also be
found in “Appendix A: Industry-Specific Conditions That May Indicate the Presence of
Fraud” to the Practice Aid Fraud Detection in a GAAS Audit: Revised Edition (product
no. 006615kk). Among the other industries presented in that appendix are state and
local governmental entities and not-for-profit organizations receiving federal awards.
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Also, to help you develop more effective audit programs, this sec-
tion contains example audit procedures you may perform in re-
sponse to specifically identified risks.
There are two types of misstatements relevant to the auditor’s
consideration of fraud in a financial statement audit:
• Misstatements arising from fraudulent financial reporting.
• Misstatements arising from misappropriation of assets.
Three conditions generally are present when fraud occurs. First,
management or other employees have an incentive or are under
pressure, which provides a reason to commit fraud. Second, cir-
cumstances exist—for example, the absence of controls, ineffec-
tive controls, or the ability of management to override
controls—that provide an opportunity for a fraud to be perpe-
trated. Third, those involved are able to rationalize committing a
fraudulent act.
Fraudulent Financial Reporting
An auditor’s interest specifically relates to fraudulent acts that
cause a material misstatement of financial statements. Some of
the following factors and conditions are present in entities where
specific circumstances do not present a risk of material misstate-
ment. Also, specific controls may exist that mitigate the risk of
material misstatement due to fraud, even though risk factors or
conditions are present. When identifying risk factors and other
conditions, you should assess whether those risk factors and con-
ditions, individually and in combination, present a risk of mater-
ial misstatement of the financial statements.
Incentives/Pressures
1. Financial stability or profitability is threatened by eco-
nomic, industry, or entity operating conditions, such as (or
as indicated by):
a. High vulnerability to rapid changes, such as changes in
technology, product obsolescence, or interest rates.
(1) A failure or inability to keep pace with the rapid
growth on medical technology, if the financial sta-
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bility or profitability of the particular entity is
placed at risk due to that failure or inability.
b. Intense scrutiny by governmental bodies, watchdog
groups, and other interested parties of the organization,
placing unusual pressure on management. Situations
targeted for investigation might include:
(1) Improper billing of services performed by residents.
(2) Inappropriate transfers or discharges.
(3) Illegal arrangements involving physicians.
(4) Improper referrals.
(5) Billing for nonapproved medical devices.
(You should be aware of the existence of these types of situations
in the health care industry. If these situations are identified on an
engagement, they should be considered in the auditor’s assess-
ment of material misstatement due to fraud.)
2. Excessive pressure exists for management to meet the require-
ments or expectations of third parties due to the following:
a. Intense pressure from governmental bodies and HMOs
to embrace cost containment and efficiency enhance-
ment programs.
3. Management or the board of directors’ personal net worth
is threatened by the entity’s financial performance arising
from the following:
a. Bonuses or incentive compensation are tied to operat-
ing results.
Opportunities
1. The nature of the industry or the entity’s operations pro-
vides opportunities to engage in fraudulent financial re-
porting that can arise from the following:
a. The existence of many complex third-party payor contracts.
2. There is ineffective monitoring of management as a result
of the following:
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a. A board of directors mainly composed of local business
people and doctors. A board composed of such people,
combined with large available financial resources, cre-
ates the potential for insider business deals.
b. A board of directors composed of people who lack the
necessary experience and skills to properly oversee a
health care organization.
3. Internal control components are deficient as a result of the
following:
a. Inadequate monitoring of significant controls, includ-
ing automated controls.
(1) Lack of oversight or control of various affiliations in
an integrated health delivery system.
(2) Lack of management review of dispersed locations.
(3) Insufficient board or senior management oversight
of critical processes, such as:
– Establishment of allowance for uncollectible ac-
counts and contractual adjustments, buildup of
unallocated reserve.
– Incident monitoring, followup, and settlement.
– Business affiliations and combinations.
– Regulatory compliance.
Attitudes/Rationalizations
Risk factors reflective of attitudes/rationalizations by board mem-
bers, management, or employees that allow them to engage in
and/or justify fraudulent financial reporting, may not be suscep-
tible to observation by the auditor. Nevertheless, the auditor who
becomes aware of the existence of such information should con-
sider it in identifying the risks of material misstatement arising
from fraudulent financial reporting. For example, auditors may
become aware of the following information that may indicate a
risk factor:
1. Ineffective communication and support of the entity’s val-
ues or ethical standards by management or the communi-
cation of inappropriate values or ethical standards.
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a. Lack of an effective corporate compliance program.
2. Management displaying a significant disregard for regula-
tory authorities.
a. Failure to respond to recent regulatory reviews.
3. Attitude that GAAP is not as strict for nonpublic entities
(for example, often seen in setting up “cookie jar” reserves
or ignoring other-than-temporary impairments).
Auditor Response
In addition to the sample responses presented in SAS No. 99, an
auditor may want to consider the following response.
Allowance for uncollectible accounts and contractual adjustments. If
there is the risk of material misstatement concerning the al-
lowance for uncollectible accounts and contractual adjustments,
the auditor should consider taking a more substantive approach
to testing the factors used to determine such allowances. Such
steps might include more detailed analytical procedures, such as
analyses of historical contractual adjustments and accounts re-
ceivable runoff (actual cash) by specific payors to the recorded al-
lowance, or the testing and analysis of the collectibility of a
sufficient number of accounts to arrive at an independent conclu-
sion about the adequacy of the allowance.
Misappropriation of Assets
An auditor’s interest specifically relates to fraudulent acts that
cause a material misstatement of financial statements. Some of
the following factors and conditions are present in entities where
specific circumstances do not present a risk of material misstate-
ment. Also, specific controls may exist that mitigate the risk of
material misstatement due to fraud, even though risk factors or
conditions are present. When identifying risk factors and other
conditions, you should assess whether those risk factors and con-
ditions, individually and in combination, present a risk of mater-
ial misstatement of the financial statements.
Risk factors that relate to misstatements arising from misappro-
priation of assets are also classified along the three conditions
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generally present when fraud exists: incentives/pressures, oppor-
tunity, and attitudes/rationalizations. Some of the risk factors re-
lated to misstatements arising from fraudulent financial reporting
also may be present when misstatements arising from misappro-
priation of assets occur. For example, ineffective monitoring of
management and weakness in internal control may be present
when misstatements due to either fraudulent financial reporting
or misappropriation of assets exist. The following are examples of
risk factors related to misstatements arising from misappropria-
tion of assets.
Opportunities
1. Certain characteristics or circumstances may increase the
susceptibility of assets to misappropriation. For example,
opportunities to misappropriate assets increase when there
are the following:
a. Large amounts of cash payments received for medical care.
b. Pharmaceutical inventory with high street value, or in
high demand.
Auditor Responses
In addition to the sample responses presented in SAS No. 99, an
auditor may want to consider the following responses.
Cash receipts. The auditor may have identified a risk of material
misstatement relating to the potential embezzlement of cash re-
ceipts. The lack of internal accounting controls provides the op-
portunity for the embezzlement to be covered up through bad
debt, contractual, or other writeoffs. In this situation, the auditor
might expand the review of cash receipts to compare remittance
advises to accounts posted as received or might review specific ac-
counts which have been written off for appropriateness.
Kickbacks from suppliers. The auditor may have identified a risk of
material misstatement relating to potential kickbacks from suppli-
ers. Such kickbacks might result in the entity paying excessive
amounts for goods. The auditor might have concluded that the
lack of adequate internal accounting control over the purchasing
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process provides the opportunity for this to occur. The auditor
might consider, in these circumstances, a more detailed analytical
review of expenses and a review of a sample of invoices to compare
amounts paid for specific items to amounts per purchase contracts
or with independent prices obtained from other vendors.
Practical Guidance
The AICPA Practice Aid Fraud Detection in a GAAS Audit—Re-
vised Edition (product no. 006615kk) provides a wealth of infor-
mation and help on complying with the provisions of SAS No.
99. Moreover, this Practice Aid provides an understanding of the
differences between the requirements of SAS No. 99 and SAS
No. 82, which was superseded by SAS No. 99. This Practice Aid
is an Other Auditing Publication as defined in SAS No. 95, Gen-
erally Accepted Auditing Standards (AICPA, Professional Standards,
vol. 1, AU sec. 150). Other Auditing Publications have no au-
thoritative status; however, they may help the auditor understand
and apply SASs.
Auditors may also find helpful guidance in Practice Alert 2003-02,
Journal Entries and Other Adjustments. Practice Alert 2003-02
provides auditors with guidance regarding the design and perfor-
mance of audit procedures to fulfill the responsibilities outlined
in SAS No. 99 regarding journal entries and other adjustments.
The auditing portion of Practice Alert 2003-02 is an Other Au-
diting Publication.
Help Desk—The AICPA’s Antifraud and Corporate Responsi-
bility Resource Center at www.aicpa.org/antifraud is an online
resource providing comprehensive tools, information, and re-
sources devoted to the prevention, detection, and investigation
of fraud.
Charity Care and Collectibility of Receivables
Health care organizations establish their own criteria for charity
care, and must determine whether the individual patient meets
the criteria. According to paragraph 10.03 of the Audit and Ac-
counting Guide Health Care Organizations (refers to the May 1,
2004, edition of the Guide), charity care represents health care
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services that are provided but are never expected to result in cash
flows. As a result, charity care does not qualify for recognition as
receivables or revenue in the financial statements. Distinguishing
charity care from bad-debt expense (or allowance, for govern-
mental health care entities) requires the exercise of judgment.
Paragraph 10.27 states that management’s policy for providing
charity care, as well as the level of charity care provided, should be
disclosed in the financial statements.
The following are examples of questions for auditors to consider
when auditing charity care:
• What is the organization’s policy for charity care?
• How is that policy enforced?
• What determines if a patient is not able to pay?
• How is the amount of charity care determined? Based on
discounted rates? Full charge rates?
• What if the patient can make a partial payment?
• When is charity care determined to take place? Before sub-
stantial collection efforts? After sent to collection?
• Does charity care exclude services provided where payment
is accepted under a third-party arrangement that is less
than the full charged rates?
Health care organizations may be reevaluating their policies and
procedures for setting charges to self-pay patients, and billing and
collecting related receivables. When auditing receivables, specific
auditing objectives include determining that amounts reported in
the financial statements represent valid receivables and do not in-
clude receivables for charity care.
The client’s estimate of the level of accounts receivable that may
not be collectible as a result of bad debts and adjustments to
charges in accordance with contracts is reflected in the allowance
for doubtful accounts and the contractual allowances, which are
offsets used to report receivables at their net realizable value. When
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auditing estimates, auditors should be familiar with SAS No. 57,
Auditing Accounting Estimates (AICPA, Professional Standards, vol.
1, AU sec. 342), which provides guidance on obtaining and evalu-
ating sufficient competent evidential matter to support significant
accounting estimates used in a client’s financial statements. The
guidelines set forth by SAS No. 57 include the following:
• Identify the circumstances that require accounting estimates.
• Consider internal control relating to developing account-
ing estimates.
• Evaluate the reasonableness of management’s estimate.
As part of evaluating reasonableness, the auditor should obtain an
understanding of how management developed the estimate for
the allowance for doubtful accounts and contractual allowances,
and, based on that understanding, use one or a combination of
the following approaches listed in SAS No. 57:
• Review and test the process used by management to de-
velop the estimate.
• Develop an independent expectation of the estimate to
corroborate the reasonableness of management’s estimate.
• Review subsequent events or transactions occurring prior
to completion of fieldwork.
A review of the aging of receivables is often performed. This may
include testing the reliability of the aging report; reviewing past
due accounts on the report, including the number and amount of
such accounts; reviewing past due balances, the client’s prior his-
tory in collecting past due balances, and patient correspondence
files; and so forth. This may be done with the assistance of the
client in obtaining an understanding of how the allowance was
developed and determining whether it is reasonable. Testing the
reasonableness of the health care organization’s estimate of the
collectibility of receivables may also be performed by other proce-
dures, such as tests of subsequent collections. Examination of
credit balances in the aging report may find mispostings such as
erroneous postings of contractual allowances.
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The reasonableness of estimated amounts receivable (or payable)
under third-party payor contracts may be further analyzed by re-
viewing signed contracts, considering the impact of historical
payment denials from the payors, reviewing correspondence with
the payors, and considering the impact of interim payments. For
contracts with retrospective settlement provisions, estimates may
be evaluated through a review of contracts, settlement report fil-
ings, and correspondence with the payors, including any formal
or informal offers to settle disputed amounts.
Another tool in evaluating the allowance for doubtful accounts
and contractual allowances is the application of analytical proce-
dures. According to SAS No. 56, Analytical Procedures (AICPA,
Professional Standards, vol. 1, AU sec. 329.02), analytical proce-
dures are an important part of the audit process and consist of
evaluations of financial information made by a study of plausible
relationships among both financial and nonfinancial data. Often,
the large number of customer accounts makes it difficult to de-
termine the adequacy of the allowance only by reference to indi-
vidual accounts, making analytical procedures helpful to the
audit process.
The auditor may also review revenue and receivables transactions
and fluctuations after the balance sheet date for items such as
writeoffs. This may provide additional information about the col-
lectibility of receivables and the reasonableness of the allowance
account on the balance sheet date.
See a related discussion in this section of the Alert, “Considera-
tion of Fraud in a Financial Statement Audit.” That discussion
presents procedures related to the allowance for uncollectible ac-
counts that may be performed in response to fraud risk factors.
Also see Exhibit 5.1, “Auditing Considerations,” in the Audit and
Accounting Guide Health Care Organizations for examples of
specific auditing objectives, selected control activities, and audit-
ing procedures that may be considered when auditing the major
components of receivables, including the allowance for doubtful
accounts, and contractual adjustments.
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Potential Scope Limitations
You should be alert for circumstances that may indicate potential
scope limitations when performing audits of health care organiza-
tions. SAS No. 96, Audit Documentation (AICPA, Professional
Standards, vol. 1, AU sec. 339), states that the auditor should pre-
pare and maintain audit documentation, the form and content of
which should be designed to meet the circumstances of the partic-
ular audit engagement. The quantity, type, and content of audit
documentation are matters of the auditor’s professional judgment. 
In August 2004, the SEC approved PCAOB Auditing Standard
No. 3, Audit Documentation. PCAOB Auditing Standard No. 3 es-
tablishes general requirements for documentation an auditor
should prepare and retain in connection with engagements con-
ducted pursuant to the standards of the PCAOB. PCAOB Auditing
Standard No. 3 superseded SAS No. 96 (for public company audits
only) and is effective for audits of financial statements of companies
with fiscal years ending on or after November 15, 2004.
As discussed in SAS No. 58, Reports on Audited Financial State-
ments (AICPA, Professional Standards, vol. 1, AU sec. 508), as
amended, restrictions on the scope of the audit, whether imposed
by the client or by circumstances, such as the inability to obtain
sufficient competent evidential matter, may require the auditor to
qualify his or her opinion or to disclaim an opinion. In such in-
stances, the reasons for the auditor’s qualification of opinion or
disclaimer of opinion should be described in the report.
A common restriction on the scope of the audit is confirmation
of accounts receivable by communicating directly with the
debtors. Auditors may be unable to confirm receivable balances
with patients or third-party payors, including large receivable bal-
ances with government payors. If the auditor can satisfy himself
or herself as to the accounts receivable by applying alternative
procedures, there is no significant limitation on the scope of the
work. Paragraph 5.34 of the Audit and Accounting Guide Health
Care Organizations (refers to the May 1, 2004 edition of the
Guide) describes some alternative procedures that may be used if
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the confirmation of receivables from patients or third-party pay-
ors is impracticable or is not effective.
Also, as discussed in last year’s Alert, under the requirements of
HIPAA, auditors of health care organizations that are covered
entities may be considered business associates. If the health care
organization client refuses to share information with its auditor
due to concerns over violating privacy regulations, the auditor
should consider whether the inability to obtain information as a
result of the refusal by the client constitutes a scope limitation on
the audit.
Malpractice Losses
This section of the Alert discusses auditing issues and accounting
guidance for malpractice losses. The existence of an insurance
policy, by itself, is no assurance that the risk of financial loss is
transferred. The extent of risk transfer is key in determining
whether a liability should be recognized. If the health care organi-
zation has not transferred risk to an external third party, the orga-
nization should evaluate its exposure to losses that arise from
malpractice claims and record a liability, if appropriate. The ulti-
mate costs of malpractice claims, which include costs associated
with litigating or settling claims, are accrued when the incidents
that give rise to the claims occur. Estimated losses from asserted
and unasserted claims are accrued either individually or on a
group basis, based on the best estimates of the ultimate costs of
the claims and the relationship of past reported incidents to even-
tual claims payments.
When auditing medical malpractice loss contingencies, auditors
should review insurance contracts and determine the extent of
risk retained by the health care organization. Once the extent of
risk retained is determined, the nature, extent, and timing of
other auditing procedures can be determined.
If the health care organization retains all or a portion of the risk
with self-insurance, or through purchase of a claims-made pol-
icy, the auditor should perform additional auditing procedures
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to obtain reasonable assurance that the organization’s accounting
for medical malpractice losses is in accordance with GAAP. See
the related discussion “Claims-Made Insurance Coverage” in the
“Accounting Issues and Developments” section of this Alert. Ad-
ditional guidance about liabilities recognized pertaining to med-
ical malpractice claims is provided in Chapter 8, “Commitments
and Contingencies,” of the Audit and Accounting Guide Health
Care Organizations.
If losses relating to a particular category of malpractice claims
cannot be estimated, the potential losses related to that category
of claims are not accrued and the contingency is disclosed in
the notes to the financial statements, as required by FASB
Statement No. 5, Accounting for Contingencies. The Guide pro-
vides other financial statement disclosures required for mal-
practice liabilities:
• The program of medical malpractice insurance coverages
and the basis for any related loss accruals.
• The carrying amount of accrued malpractice claims that
are discounted in the financial statements and the interest
rate or rates used to discount claims.
As discussed in paragraph 8.37 of the Guide (refers to the May 1,
2004, edition of the Guide), an accrual for malpractice losses
should be based on estimated ultimate losses and costs associated
with settling claims. Accruals should not be based on recom-
mended funding amounts, which in addition to a provision for
the actuarially determined liability, also includes a provision for
(a) credit for investment income and (b) a margin for risk of ad-
verse deviation. Paragraph 8.37 provides examples of factors to
consider and adjustments that may be required to convert actu-
arially determined malpractice funding amounts to an appropri-
ate loss accrual to be reported in the financial statements. 
If an actuary is involved in a substantial way in determining the
amount of a malpractice self-insurance liability, the auditor should
follow the requirements of SAS No. 73, Using the Work of a Special-
ist (AICPA, Professional Standards, vol. 1, AU sec. 336). Additional
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guidance regarding the use of actuaries and actuarial methods can
be found in paragraphs 8.35 through 8.38 of the Guide.
When auditing malpractice losses, auditors should also consider
the guidance regarding auditing estimates found in SAS No. 57.
Also, see Exhibit 8.1, “Auditing Considerations,” in the Guide
for examples of specific auditing objectives, selected control activ-
ities, and auditing procedures that may be considered when au-
diting malpractice loss contingencies.
Pension Discount Assumptions
Compensation and benefit costs, including pension benefit costs,
can be significant to the financial statements of health care orga-
nizations. Health care organizations make a number of assump-
tions to determine pension expense and obligations, including
the interest rate used to determine the present value of liabilities
(discount rate) and the expected rate of return on plan assets.
Auditors should consider with an attitude of professional skepti-
cism the objective and subjective factors used by management in
setting the discount rate and other assumptions used by manage-
ment to estimate obligations and expenses under pension benefit
plans. Guidance on auditing estimates is found in SAS No. 57.
Auditors should also consider the disclosure requirements in SOP
94-6, Disclosure of Certain Significant Risks and Uncertainties.
Also, your health care organization clients may be recording a
minimum pension liability. As a reminder, paragraph 10.20 of
the Audit and Accounting Guide Health Care Organizations
(refers to the May 1, 2004, edition of the Guide) provides guid-
ance on items that should be reported separately from the perfor-
mance indicator in the statement of operations of not-for-profit
health care organizations. These include items that are required
to be reported in or reclassified from other comprehensive in-
come, such as minimum pension liabilities in accordance with
paragraph 37 of FASB Statement No. 87, Employers’ Accounting
for Pensions.
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Restriction on Distribution of Obligated Group 
Financial Statements
Obligated group is a term used to denote a group of entities,
sometimes a parent corporation and several of its subsidiaries,
that is liable for the repayment of an obligation, such as tax-ex-
empt bonds. Compliance with loan or other agreements may re-
quire preparation of obligated group financial statements that
exclude entities that are required to be consolidated by GAAP.
Auditors should consider the guidance in SAS No. 62, Special Re-
ports (AICPA, Professional Standards, vol. 1, AU sec. 623), for re-
porting guidance when this form of financial statement
presentation is prescribed. Additional reporting guidance is pro-
vided in the Audit and Accounting Guide Health Care Organiza-
tions, paragraph 12.10, and Exhibit 12-4, “Report on Financial
Statements Prepared Pursuant to a Master Trust Indenture That
Results in a Presentation Not in Conformity With Generally Ac-
cepted Accounting Principles or Other Comprehensive Basis of
Accounting” (refers to the May 1, 2004, edition of the Guide).
Auditors should be aware that where obligated group financial
statements exclude entities that are required under GAAP to be
consolidated in order to comply with loan agreements, the ac-
countant’s report should restrict the use to specified parties (see
Exhibit 12-4). Use should be restricted to the company and other
parties to the agreement.
Auditing Property
A health care organization’s property may be material to the fi-
nancial position of the entity. The nature of transactions occur-
ring for property can vary depending on the particular
circumstances at the entity. Your health care organization clients
may be involved in construction projects to develop facilities to
meet patient care needs. Events may occur that indicate the car-
rying amount of an asset may not be recoverable. Your client may
be the recipient of donated property. Property may be provided
by an affiliated organization or unaffiliated organization under an
affiliation program.
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Chapter 6, “Property and Equipment, Supplies, and Other As-
sets,” in the Audit and Accounting Guide Health Care Organi-
zations provides accounting and auditing guidance for property.
The accounting and auditing objectives for health care organi-
zations are similar to the accounting for and auditing of prop-
erty for other business organizations. Exhibit 6-1 in the Guide
provides some examples of auditing considerations for health
care organizations.
Accounting pronouncements that may be relevant to the audit
of a health care organization’s property include FASB State-
ment No. 144, Accounting for the Impairment or Disposal of
Long-Lived Assets, FASB Statement No. 34, Capitalization of
Interest Cost, and FASB Statement No. 62, Capitalization of
Interest Cost in Situations Involving Certain Tax-Exempt Bor-
rowings and Certain Gifts and Grants. Auditors should also ob-
tain an understanding of the health care organization’s policies
for capitalization of fixed assets and determine the reasonable-
ness of depreciation methods and useful lives assigned to de-
preciate property.
New Accounting Pronouncements and Other Guidance8
AICPA and FASB Pronouncements
Presented below is a list of accounting pronouncements and
other guidance issued since the writing of last year’s Alert. For in-
formation on accounting standards issued subsequent to the writ-
ing of this Alert, please refer to the AICPA Web site at
www.aicpa.org and the FASB Web site at www.fasb.org. You may
also look for announcements of newly issued standards in the
CPA Letter and Journal of Accountancy.
8. The brief summaries of the accounting pronouncements discussed in this section of
the Alert are for informational purposes only and should not be relied upon as a sub-
stitute for a complete reading of the applicable standard.
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FASB Statement No. 132(R) Employers’ Disclosures about Pensions and 
(revised 2003) Other Postretirement Benefits
FASB Interpretation Consolidation of Variable Interest Entities
No. 46(R) 
(revised December 2003)
SOP 03-3 Accounting for Certain Loans or Debt Securities 
Acquired in a Transfer
SOP 03-4 Reporting Financial Highlights and Schedule of 
Investments by Nonregistered Investment Partnerships: 
An Amendment to the Audit and Accounting Guide 
Audits of Investment Companies and AICPA 
Statement of Position 95-2, Financial Reporting by 
Nonpublic Investment Partnerships
SOP 03-5 Financial Highlights of Separate Accounts: An 
Amendment to the Audit and Accounting Guide 
Audits of Investment Companies
SOP 04-2 Accounting for Real Estate Time-Sharing Transactions
AICPA TPA 6400.45 “Applicability of FASB Interpretation No. 45—
(nonauthoritative) Guarantor’s Accounting and Disclosure 
Requirements for Guarantees, Including Indirect 
Guarantees of Indebtedness of Others—Physician 
Loans”
AICPA TPA 6400.46 “Applicability of FASB Interpretation No. 45—
(nonauthoritative) Guarantor’s Accounting and Disclosure Requirements
for Guarantees, Including Indirect Guarantees of 
Indebtedness of Others—Mortgage Guarantees”
AICPA Audit and Depository and Lending Institutions: Banks and
Accounting Guide Savings Institutions, Credit Unions, Finance 
Companies and Mortgage Companies
Of the pronouncements and other guidance listed above, those
pronouncements having particular significance to the health care
industry are briefly explained below. To obtain copies of AICPA
standards and guides, contact AICPA Service Center Operations
at (888) 777-7077 or go online at www.cpa2biz.com.
For information about the status of current issues of the Emerg-
ing Issues Task Force (EITF), including information about con-
sensuses that have been ratified by the FASB since the writing of
last year’s Alert, and for information regarding FASB Staff Posi-
tions (FSPs) issued since the writing of last year’s Alert, related to
FASB Statements, FASB Interpretations, and EITF consensuses,
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go to the FASB Web site at www.fasb.org. For information about
nonauthoritative TPAs issued by the AICPA since the writing of
last year’s Alert go to the AICPA Web site at www.aicpa.org. Two
EITF Issues having specific considerations for health care organi-
zations are discussed later in this section of the Alert.
In the AICPA general Audit Risk Alert—2004/05, you will find
information about recent activities of the SEC, including a list
of recently issued Staff Accounting Bulletins, to help auditors of
public companies stay abreast of current developments. See the
SEC Web site at www.sec.gov for further information about
SEC activities.
FASB Interpretation No. 46, Consolidation of Variable Interest
Entities (revised December 2003)
The FASB has issued FASB Interpretation No. 46(R), an inter-
pretation of Accounting Research Bulletin (ARB) No. 51, Con-
solidated Financial Statements, to address consolidation by
business enterprises of variable interest entities. FASB Interpreta-
tion No. 46(R) replaces FASB Interpretation No. 46, Consolida-
tion of Variable Interest Entities. Since the issuance of these
Interpretations, the FASB has released supplemental guidance in
a number of FSPs related to these Interpretations. A summary of
the guidance in FASB Interpretation No. 46(R) is discussed in
the general Audit Risk Alert—2004/05. This section discusses
some additional accounting considerations for auditors of health
care organizations regarding the implementation of the guidance
in this Interpretation.
The use of off-balance-sheet structures and other special-purpose
entities is not limited to for-profit entities. Some not-for-profit
health care organizations may contemplate using arrangements
involving related entities in an effort to achieve off-balance-
sheet treatment.
When FASB Interpretation No. 46 was issued, included among
its scope exceptions in paragraph 4 were not-for-profit organiza-
tions subject to the consolidation requirements of SOP 94-3, Re-
porting of Related Entities by Not-for-Profit Organizations.
Not-for-profit organizations that are subject to the Audit and Ac-
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counting Guide Health Care Organizations are not subject to
SOP 94-3. In July 24, 2003, the FASB posted the FSP FIN 46-1,
Applicability of FASB Interpretation No. 46, Consolidation of
Variable Interest Entities, to Entities Subject to the AICPA Audit
and Accounting Guide, Health Care Organizations, to explain that
the scope exception in paragraph 4(a) of FASB Interpretation No.
46 applied to all not-for-profit organizations as defined in FASB
Statement No. 117, Financial Statements of Not-for-Profit Organi-
zations, including health care organizations subject to the Audit
and Accounting Guide Health Care Organizations. The guidance
in that FSP was effective immediately. If the guidance in FSP
FIN 46-1 resulted in changes to previously reported information,
the cumulative effect of the accounting change was to be reported
in the first period ending after July 24, 2003. FSP FIN 46-1
could also be applied by restating previously issued financial
statements with a cumulative-effect adjustment as of the begin-
ning of the first year restated.
Paragraph 4(a) of FASB Interpretation No. 46(R) was modified
to correspond to the FASB’s original intention of excluding from
its scope all not-for-profit organizations as defined in FASB
Statement No. 117. Not-for-profit organizations, however, may
be related parties for purposes of applying paragraphs 16 and 17
of FASB Interpretation No. 46(R). Also, if a not-for-profit entity
is used by business enterprises in a manner similar to a variable
interest entity in an effort to circumvent the provisions of FASB
Interpretation No. 46(R) that not-for-profit entity is subject to
that Interpretation.
The FASB has also issued supplemental guidance about consoli-
dations and special-purpose entities in EITF Issues. When ad-
dressing consolidation issues for variable interest entities, auditors
also should consider the effect of the guidance in FASB Interpre-
tation No. 46 and FASB Interpretation No. 46(R) on the guid-
ance in the applicable EITF Issues. If you refer to Appendix D of
FASB Interpretation No. 46 and Appendix F of FASB Interpreta-
tion No. 46(R), you will find guidance about EITF consensuses
that are nullified or modified by these Interpretations. Some of
these modifications and nullifications are discussed below.
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When considering the effect of the guidance in FASB Interpreta-
tion No. 46 and FASB Interpretation No. 46(R) on EITF con-
sensuses and SEC Staff Announcements, remember that
not-for-profit organizations are included among the scope excep-
tions in FASB Interpretation No. 46 and FASB Interpretation
No. 46(R), except as discussed above.
EITF Issue No. 97-2, Application of FASB Statement No. 94 and
APB Opinion No. 16 to Physician Practice Management Entities and
Certain Other Entities with Contractual Management Arrangements,
states that if a physician practice is a variable interest entity, as de-
scribed in FASB Interpretation No. 46 and FASB Interpretation
No. 46(R), that entity is subject to the requirements of the applic-
able interpretation, and the consensus in EITF Issue No. 97-2 does
not apply. If a physician practice is not a variable interest entity, the
consensus in EITF Issue No. 97-2 continues to apply.
FASB Interpretation No. 46 and FASB Interpretation No. 46(R)
both state that the applicable Interpretation nullifies the guidance in
EITF Issue No. 90-15, Impact of Nonsubstantive Lessors, Residual
Value Guarantees, and Other Provisions in Leasing Transactions, and
in SEC Staff Announcement Topic No. D-14, Transactions involving
Special-Purpose Entities. However, the EITF Abstracts further clarify
that FASB Interpretation No. 46 and FASB Interpretation No.
46(R) only nullify the guidance in EITF Issue No. 90-15 and in
Topic No. D-14, for entities that are within the scope of the applic-
able Interpretation. Some practitioners that audit the financial state-
ments of not-for-profit health care organizations have indicated to
us that historically, some preparers of financial statements have ap-
plied, by analogy, the guidance in EITF Issues, including EITF Issue
No. 90-15, and SEC Staff Announcements, including Topic D-14,
that do not directly apply to not-for-profit organizations, when as-
sessing off-balance-sheet structures and other special purpose enti-
ties for consolidation. Auditors should determine whether their
not-for-profit health care organization clients are appropriately ap-
plying the guidance in these and other pronouncements.
FASB Interpretation No. 46(R) also nullifies a consensus in EITF
Issue No. 84-40, Long-Term Debt Repayable by a Capital Stock
Transaction, and FASB Interpretation No. 46 and FASB Interpre-
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tation No. 46(R) partially nullify the consensuses in EITF Issue
No. 96-21, Implementation Issues in Accounting for Leasing Trans-
actions involving Special-Purpose Entities.
See FASB Interpretation No. 46, FASB Interpretation No. 46(R), and
the EITF Abstracts for further information about the affect of these
Interpretations on EITF consensuses and SEC Staff Announcements.
Technical Practice Aids for Health Care Organizations9
In November 2002, the FASB issued FASB Interpretation No. 45,
Guarantor’s Accounting and Disclosure Requirements for Guarantees,
Including Indirect Guarantees of Indebtedness of Others, an interpre-
tation of FASB Statements No. 5, Accounting for Contingencies,
No. 57, Related Party Disclosures, and No. 107, Disclosures about
Fair Value of Financial Instruments, and a rescission of FASB Inter-
pretation No. 34, Disclosure of Indirect Guarantees of Indebtedness
of Others. In 2004, to assist health care organizations with the
implementation of the guidance in FASB Interpretation No. 45,
the staff of the AICPA Accounting Standards Team released two
TPAs. The inquiry in TPA 6400.45, Applicability of FASB Inter-
pretation No. 45—Guarantor’s Accounting and Disclosure Require-
ments for Guarantees, Including Indirect Guarantees of Indebtedness
of Others—Physician Loans, describes a physician loan from a hos-
pital to attract the physician to a community, of an amount to be
forgiven over a set period, as long as the physician remains in
practice in the community. The inquiry in TPA 6400.46, Applica-
bility of FASB Interpretation No. 45—Guarantor’s Accounting and
Disclosure Requirements for Guarantees, Including Indirect Guaran-
tees of Indebtedness of Others—Mortgage Guarantees, describes an
arrangement where a hospital guarantees the home mortgage of a
physician who may be recruited either as an employee of the hos-
pital or as an independent contractor.
9. Section 6400 in the “Technical Questions and Answers” section of Technical Practice
Aids includes Q&As specifically pertaining to health care organizations. The Q&As are
nonauthoritative, and are based on selected practice matters identified by the staff of the
AICPA Technical Hotline and various other bodies within the AICPA. As of the writing
of this Alert, the Q&As discussed in this section of the Alert are also available on the
AICPA Web site at www.aicpa.org/members/div/acctstd/general/recent_tpas.asp.
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See the related discussion “Proposed Technical Practice Aid for
Implementing FASB Interpretation No. 45” in the “On the
Horizon” section of this Alert.
Certain EITF Issues for Consideration
EITF Issue No. 03-1, The Meaning of Other-Than-Temporary
Impairment and Its Application to Certain Investments, and
Related FASB Staff Position
Investor-owned and not-for-profit health care organizations
should consider the guidance in EITF Issue No. 03-1, The Mean-
ing of Other-Than-Temporary Impairment and Its Application to
Certain Investments, when auditing investments in equity securi-
ties whose fair values are not readily determinable and are re-
ported at cost (referred to in EITF Issue No. 03-1 as cost method
investments), and when auditing securities with readily deter-
minable fair values.
EITF Issue No. 03-1 provides guidance to determine when an in-
vestment is considered impaired, whether that impairment is
other-than-temporary, and the measurement of an impairment
loss. EITF Issue No. 03-1 also provides guidance regarding ac-
counting considerations subsequent to the recognition of an
other-than-temporary impairment, and requires certain disclo-
sures about unrealized losses that have not been recognized as
other-than-temporary impairments. EITF No. 03-1 applies to
debt and equity securities within the scope of FASB Statement
No. 115, Accounting for Certain Investments in Debt and Equity
Securities, and to debt and equity securities within the scope of
FASB Statement No. 124, Accounting for Certain Investments
Held by Not-for-Profit Organizations (applicable to investments
held by a not-for-profit health care organization in the scope of
the Audit and Accounting Guide Health Care Organizations). See
EITF Issue No. 03-1 for further information regarding invest-
ments within the scope of this Issue.
The recognition and measurement guidance in EITF Issue No.
03-1, paragraphs 6 through 20, is effective for other-than-tempo-
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rary impairment evaluations in reporting periods beginning after
June 15, 2004. In September 2004, however, the FASB released
FSP EITF Issue 03-1-1, Effective Date of Paragraphs 10—20 of
EITF Issue No. 03-1, The Meaning of Other-Than-Temporary
Impairment and Its Application to Certain Investments. FSP
EITF Issue 03-1-1 delayed the effective date for the measurement
and recognition guidance in paragraphs 10 through 20 of EITF
Issue No. 03-1. This delay will be superseded concurrent with the
final issuance of another FSP, FSP EITF Issue 03-1-a, Implementa-
tion Guidance for the Application of Paragraph 16 of EITF Issue No.
03-1, The Meaning of Other-Than-Temporary Impairment and
Its Application to Certain Investments. (See the related discussion
“Proposed FSP Related to EITF Issue No. 03-1, The Meaning of
Other-Than-Temporary Impairment and Its Application to Certain
Investments” in the “On the Horizon” section of this Alert.) This
delay does not suspend requirements to recognize other-than-
temporary impairments in existing authoritative literature.
For investments accounted for under FASB Statements No. 115
and No. 124, the disclosure requirements in EITF Issue No. 03-
1 were effective for annual financial statements for fiscal years
ending after December 15, 2003. The disclosures for other in-
vestments within the scope of EITF Issue No. 03-1 were effec-
tive for annual financial statements for fiscal years ending after
June 15, 2004.
As a reminder to auditors of not-for-profit health care organizations,
paragraph 4.07 in the Audit and Accounting Guide Health Care Or-
ganizations (refers to the May 1, 2004, edition of the Guide) in-
cludes guidance about the classification of investment return by
not-for-profit health care organizations. Other-than-temporary im-
pairment losses are included in the performance indicator.
See the AICPA general Audit Risk Alert—2004/05 for audit guid-
ance that may be helpful when auditing impairment losses that
are reported and financial statement disclosures that are prepared
in accordance with the requirements of EITF Issue No. 03-1.
ARA Health Care.qxd  12/22/2004  12:29 PM  Page 49
EITF Issue No. 03-16, Accounting for Investments in 
Limited Liability Companies
The consensus opinion reached in EITF Issue No. 03-16,
Accounting for Investments in Limited Liability Companies, pro-
vides guidance for investments in limited liability companies
(LLCs). It requires that a noncontrolling investment in a LLC be
accounted for using the equity method as described in Account-
ing Principles Board (APB) Opinion No. 18, The Equity Method
of Accounting for Investments in Common Stock, if that LLC main-
tains a “special ownership account” for each investor—similar to
a partnership capital account structure. However, if the organiza-
tion’s interest is so minor that it has virtually no influence over
the LLC operating and financial policies, the investment should
be accounted for using the cost method. The consensus position
cites the SEC staff guidance in Topic D-46 as for limited partner-
ship investments, stating that more than 3 percent to 5 percent
ownership of an LLC is “more than minor.” The scope of EITF
Issue No. 03-16 excludes investments in LLCs that are required
to be accounted for as debt securities pursuant to paragraph 14 of
FASB Statement No. 140, Accounting for Transfers and Servicing
of Financial Assets and Extinguishments of Liabilities.
EITF Issue No. 03-16 is effective for reporting periods beginning
after June 15, 2004. The effect of adopting the consensus should
be reported as the cumulative effect of a change in accounting
principle pursuant to the guidance in FASB Statement No. 3, Re-
porting Accounting Changes in Interim Financial Statements, and
APB Opinion No. 20, Accounting Changes. If the determination
of the cumulative effect of retroactive application is impractica-
ble, the cumulative effects should be determined as the difference
between the investor’s carrying amount of the investment and the
investor’s share of the net assets of the LLC as of the date of initial
application of the consensus.
GASB Pronouncements
Three statements and one technical bulletin were issued by the
Governmental Accounting Standards Board (GASB) since the
writing of last year’s Alert. A brief summary of the pronounce-
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ment having particular significance for governmental health care
organizations follows. For more information on GASB account-
ing standards, including any standards that may be issued subse-
quent to the writing of this Alert, please refer to the GASB Web
site at www.gasb.org.
GASB Statement No. 45, Accounting and Financial Reporting
by Employers for Postemployment Benefits Other Than Pensions
The GASB has issued GASB Statement No. 45, Accounting and
Financial Reporting by Employers for Postemployment Benefits Other
Than Pensions, to address the accounting and reporting of costs
and obligations related to other postemployment benefits
(OPEB). As defined in the Glossary to GASB Statement No. 45,
“postemployment” is the period between termination of employ-
ment and retirement as well as the period after retirement.
“Other postemployment benefits” are postemployment benefits
other than pension benefits, including postemployment health
care benefits.
GASB Statement No. 45 establishes standards for the measure-
ment, recognition, and display of OPEB expense and related lia-
bilities (assets), note disclosures, and required supplementary
information in financial reports. GASB Statement No. 45 re-
quires the accounting and reporting of the annual cost of OPEB,
and the outstanding obligations and commitments related to
OPEB, in essentially the same manner as is currently required for
pensions in GASB Statement No. 27, Accounting for Pensions by
State and Local Governmental Employers.
GASB Statement No. 45 supersedes or amends all other previous
authoritative guidance on accounting and financial reporting for an
employer’s OPEB expense and related information. This includes,
among other standards, GASB Statement No. 12, Disclosure of In-
formation on Postemployment Benefits Other Than Pension Benefits by
State and Local Governmental Employers, and paragraph 24 of
GASB Statement No. 27, both superseded by GASB Statement No.
45. Paragraph 24 of GASB Statement No. 27 had provided an op-
tion to apply the standards for pensions in GASB Statement No. 27
to postemployment health care benefits on an interim basis.
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Paragraph 7 of GASB Statement No. 20, Accounting and Finan-
cial Reporting for Proprietary Funds and Other Governmental Enti-
ties That Use Proprietary Fund Accounting, as amended, permits
enterprise funds to apply all FASB Statements and Interpreta-
tions issued after November 30, 1989, except those that conflict
with or contradict GASB pronouncements. (See the related dis-
cussion about the applicability of FASB Statements for govern-
mental health care organizations in “Governmental Health Care
Organization Accounting and Reporting” in the “Accounting Is-
sues and Developments” section of this Alert.) The GASB Web
site at www.gasb.org provides a chart that lists FASB pronounce-
ments issued since November 30, 1989, and provides nonauthor-
itative guidance regarding the applicability of their accounting
and reporting requirements to enterprise funds and business-type
activities that apply paragraph 7 of GASB Statement No. 20.
That nonauthoritative guidance as of the writing of this Alert lists
three FASB Statements whose applicability will be affected as a
result of the issuance of GASB Statement No. 45:
• FASB Statement No. 106, Employers’ Accounting for Postre-
tirement Benefits Other Than Pensions, and FASB Statement
No. 112, Employers’ Accounting for Postemployment Benefits.
The guidance is optional based on GASB Statement No.
12, and would not be applied after GASB Statement No.
45 becomes effective.
• FASB Statement No. 132(R), Employers’ Disclosures about
Pensions and Other Postretirement Benefits (revised 2003), an
amendment of FASB Statement No. 106. The disclosures
related to FASB Statements No. 87, Employers’ Accounting
for Pensions, and No. 88, Employers’ Accounting for Settle-
ments and Curtailments of Defined Benefit Pension Plans and
for Termination Benefits, do not apply, and the provisions
that amend FASB Statement No. 106 disclosures are op-
tional. FASB Statement No. 132(R) would not be applied
after GASB Statement No. 45 becomes effective.
GASB Statement No. 45 generally provides for prospective im-
plementation—employers set the beginning net OPEB obliga-
tion at zero as of the beginning of the initial year. GASB
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Statement No. 45 is effective in three phases as described below,
based on a government’s total annual revenues in the first fiscal
year ending after June 15, 1999, with earlier implementation en-
couraged. The definitions and cutoff points for that purpose are
the same as those in GASB Statement No. 34, Basic Financial
Statements—and Management’s Discussion and Analysis—for State
and Local Governments:
• Periods beginning after December 15, 2006, for phase 1 gov-
ernments (total annual revenues of $100 million or more).
• Periods beginning after December 15, 2007, for phase 2
governments (total annual revenues of $10 million or
more but less than $100 million).
• Periods beginning after December 15, 2008, for phase 3 gov-
ernments (total annual revenues of less than $10 million).
Accounting Issues and Developments
Claims-Made Insurance Coverage
As discussed last year’s Alert, in 2003 the EITF directed FASB
staff to codify the guidance for claims-made insurance policies by
an insured entity and retroactive insurance contracts in Issue No.
03-3, Applicability of Topic D-79 to Claims-Made Insurance Poli-
cies, Issue No. 86-12, Accounting by Insureds for Claims-Made In-
surance Policies, and Topic No. D-79, Accounting for Retroactive
Insurance Contracts Purchased by Entities Other Than Insurance
Enterprises, (and the examples discussed in each of those Issues)
into one EITF Issue No. 03-8, Accounting for Claims-Made Insur-
ance and Retroactive Insurance Contracts by the Insured Entity. At
the November 12-13, 2003, EITF meeting, the EITF reached a
consensus supporting the codification of the consensuses reached
in Issue No. 03-3, Issue No. 86-12, and Topic No. D-79 as pre-
sented in Issue No. 03-8.
EITF Issue No. 03-8 addresses certain issues for accounting for
claims-made insurance and retroactive insurance contracts. In-
cluded in its consensuses, EITF Issue No. 03-8 refers to the guid-
ance in FASB Interpretation No. 39, Offsetting of Amounts Related
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to Certain Contracts, to evaluate offsetting of prepaid insurance
and receivables for expected recoveries from insurers against rec-
ognized liabilities. Chapter 8 in the Audit and Accounting Guide
Health Care Organizations also provides guidance regarding the
accounting for medical malpractice claims and transfers of risk
under claims-made insurance policies. The guidance in Chapter
8 does not require the evaluation of these medical malpractice
claims following the guidance in FASB Interpretation No. 39.
Chapter 8 states that the extent of risk transfer is key in deter-
mining whether a liability should be recognized in a provider’s fi-
nancial statements pertaining to malpractice claims. A
claims-made insurance policy represents a transfer of risk within
the policy limits to the insurance carrier for asserted claims and
incidents reported to the insurance carrier. The policy, however,
does not represent a transfer of risk for claims and incidents for
claims not reported to the insurance carrier during the policy pe-
riod. Consequently, a health care organization that is insured
under a claims-made insurance policy recognizes the estimated
cost of those insured claims and incidents not reported to the in-
surance carrier, in accordance with the guidance in paragraphs
8.03 through 8.10 of the Guide.
The conforming changes to the Guide as of May 1, 2004, do not
modify the specialized industry guidance in Chapter 8 of the
Guide (AICPA Industry Audit and Accounting Guides are cate-
gory (b) in the hierarchy of GAAP) to reflect the guidance in
EITF Issue No. 03-8 (consensus positions of the FASB EITF are
category (c) in the hierarchy of GAAP) requiring a gross-up of a
malpractice liability in accordance with FASB Interpretation No.
39. (See the related discussion “2004 Audit and Accounting
Guide Health Care Organizations” in this section of the Alert.).
Auditors should continue to monitor the activities of the FASB
for any project activities that may address the accounting issues
related to claims-made insurance by health care organizations.
Compliance With Debt Covenants
Health care organizations that are experiencing losses, or deterio-
ration in operating results or cash flows, may not be in compli-
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ance with debt covenants, which could result in financial penal-
ties, remediation efforts, or the debt being callable. Auditors also
should consider the need to perform additional auditing proce-
dures to assess the impact of other changes, such as accounting
changes and reporting changes, on debt covenants. If the health
care organization is not in compliance with debt covenants, the
auditor should consider whether management has appropriately
disclosed any contingencies and other items that may require
disclosure. The guidance in Auditing Interpretation No. 3, “The
Impact on an Auditor’s Report of an FASB Statement Prior to
the Statement’s Effective Date,” of SAS No. 1, Codification of
Auditing Standards and Procedures (AICPA, Professional Stan-
dards, vol. 1, AU sec. 9410.13-.18), among other matters, pro-
vides that auditors should consider whether disclosure is needed
for the effects that may result upon the required future adoption
of an accounting principle, such as, for example, the future
adoption of an accounting principle that may result in a reduc-
tion to stockholder’s equity and cause the entity to be in viola-
tion of its debt covenants, which in turn may accelerate the due
date for repayment of debt.
Balance Sheet Classification Guidance in EITF Issue No. 95-22
Recent PCAOB inspection reports included comments about the
incorrect application of the guidance in EITF Issue No. 95-22,
Balance Sheet Classification of Borrowings Outstanding under Re-
volving Credit Agreements That Include both a Subjective Accelera-
tion Clause and a Lock-Box Arrangement. When auditing the
balance sheet classification of borrowings of your health care or-
ganization clients, be alert for transactions that should be classi-
fied as current in accordance with the requirements in EITF Issue
No. 95-22.
Help Desk—In August 2004, the PCAOB issued reports of the
PCAOB’s 2003 limited inspections of the four largest public account-
ing firms in the United States. The reports, which can help other
public accounting firms avoid common pitfalls, can be obtained
on the PCAOB Web site at www.pcaobus.org/inspections/.
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Governmental Health Care Organization Accounting and Reporting
This section of the Alert discusses two issues and developments
unique to governmental health care organizations.
Allowance for Uncollectible Accounts
Governmental health care organizations should be aware of the
guidance in GASB Statement No. 34 when reporting an al-
lowance for bad debt. GASB Statement No. 34, paragraph 100,
requires revenues to be reported by major source, net of discounts
and allowances, and separately identify pledged revenues. The
amount of discounts and allowances, including the increase or
decrease in the estimate of uncollectible accounts, should be re-
ported parenthetically on the face of the financial statements, as a
separate line directly below the revenue amount, or in the notes,
as required by GASB Statement No. 34, footnote 41 to paragraph
100. This reporting is also discussed in the GASB staff document
Comprehensive Implementation Guide—2003, Questions and An-
swers, item 7.316.
Prohibition From Applying Certain FASB Pronouncements
As a reminder, in addition to applying the requirements estab-
lished by GASB Statements and GASB Interpretations, certain
AICPA and FASB pronouncements have also been specifically
made applicable to governmental health care organizations.
GASB Statement No. 20, as amended:
• Requires that proprietary funds (which include enterprise
funds) report based on all applicable GASB pronounce-
ments, as well as FASB Statements and Interpretations,
APB Opinions, and ARBs issued on or before November
30, 1989, unless those pronouncements conflict with or
contradict GASB pronouncements (paragraph 6).
• Permits enterprise funds to apply all FASB Statements and
Interpretations issued after November 30, 1989, except
those that conflict with or contradict GASB pronounce-
ments (paragraph 7).
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If a governmental health care organization applies the provisions
of paragraph 7 of GASB Statement No. 20, it should only apply
those FASB Statements and Interpretations that were developed
for business enterprises. GASB Statement No. 29, The Use of Not-
for-Profit Accounting and Financial Reporting Principles by Govern-
mental Entities, as amended, prohibits those organizations from
applying FASB Statements or FASB Interpretations whose provi-
sions are limited to not-for-profit organizations, or that address
issues concerning primarily such organizations. This would pro-
hibit applying the guidance in FASB Statements No. 116, Ac-
counting for Contributions Received and Contributions Made, No.
117, No. 124, and No. 136, Transfers of Assets to a Not-for-Profit
Organization or Charitable Trust That Raises or Holds Contribu-
tions for Others.
2004 Audit and Accounting Guide Health Care Organizations
The Audit and Accounting Guide Health Care Organizations was
updated with conforming changes as of May 1, 2004, to reflect
the issuance of authoritative pronouncements.
Among the conforming changes to the May 1, 2004, edition of
the Guide are updates for accounting-related pronouncements:
• FASB Statement No. 132 (revised 2003)
• FASB Interpretation No. 46 (revised December 2003)
• SOP 02-2, Accounting for Derivative Instruments and Hedg-
ing Activities by Not-for-Profit Health Care Organizations,
and Clarification of the Performance Indicator
Updates to the Guide for auditing-related pronouncements in-
clude conforming changes for SAS No. 99.
Conforming changes were also made to delete Appendix F,
“GASB Statement No. 34, Basic Financial Statements—and Man-
agement’s Discussion and Analysis—for State and Local Govern-
ments, Reporting Requirements.” The chapters in the Guide and
the illustrative financial statements for “Sample Governmental
Hospital Authority” in Appendix A, “Illustrative Financial State-
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ments,” to the Guide have been updated to reflect the issuance of
GASB Statement No. 34 and related pronouncements.
On the Horizon
Auditors should keep abreast of auditing and accounting devel-
opments and upcoming guidance that may affect their engage-
ments. Auditors of publicly traded health care companies should
keep abreast of standards and rules issued by the PCAOB. The
AICPA general Audit Risk Alert—2004/05 (product no.
022335kk) summarizes some of the more significant ongoing
projects and exposure drafts outstanding. Presented below is brief
information about certain ongoing projects and exposure drafts
that are especially relevant to the health care industry. Remember
that exposure drafts are nonauthoritative and cannot be used as a
basis for changing GAAP or GAAS.
The following table lists the various standard-setting bodies’ Web
sites where information may be obtained on outstanding expo-
sure drafts, including downloading a copy of the exposure draft.
These Web sites contain much more in-depth information about
proposed standards and other projects in the pipeline. Many
more accounting and auditing projects exist beyond those dis-
cussed below and in the general Audit Risk Alert—2004/05.
Readers should refer to information provided by the various stan-
dard-setting bodies for further information.
Standard-Setting Body Web Site
AICPA Auditing Standards Board www.aicpa.org/members/div/
(Note that for audits of public companies, auditstd/drafts.htm
the PCAOB sets auditing standards)
AICPA Accounting Standards www.aicpa.org/members/div/
Executive Committee acctstd/edo/index.htm
Financial Accounting Standards Board www.fasb.org
Governmental Accounting www.gasb.org/tech/techpg.html
Standards Board
Professional Ethics Executive Committee www.aicpa.org/members/div/
ethics/index.htm
Public Company Accounting Oversight Board www.pcaobus.org
58
ARA Health Care.qxd  12/22/2004  12:29 PM  Page 58
59
Accounting Pipeline
Combinations of Not-for-Profit Organizations
In November 1999, the FASB affirmed its earlier decision to un-
dertake a project on combinations of not-for-profit organizations
separate from its business combinations project. Tentative deci-
sions reached by the FASB note that the scope of the project in-
cludes combinations between two or more not-for-profit
organizations and the acquisition of a for-profit business enter-
prise by a not-for-profit organization. The formation of a joint
venture, the acquisition of noncontrolling interests, and a transfer
of net assets or exchange of equity interests between entities under
common control would be excluded from the scope of the project.
You can obtain additional information about the status of this
project, including a summary of tentative decisions reached by
the FASB on this project, on the FASB Web site at www.fasb.org.
As of the writing of this Alert, the FASB plans to issue an expo-
sure draft of its proposed standard on not-for-profit combina-
tions in the first quarter of 2005.
Proposed SOP That Clarifies Accounting by Parent
Companies and Equity Method Investors for Investments 
in Investment Companies
The AICPA released an exposure draft in 2002 of a proposed
SOP, Clarification of the Scope of the Audit and Accounting Guide
Audits of Investment Companies and Accounting by Parent Com-
panies and Equity Method Investors for Investments in Investment
Companies. (The exposure draft has subsequently been revised.)
Health care organizations that are parent companies of, or equity
investors in, investment companies should be alert for the release
of a final SOP.
The proposed SOP provides guidance for determining whether
an entity is within the scope of the Audit and Accounting Guide
Investment Companies. The exposure draft also states that an in-
vestment company that is within the scope of the Audit and Ac-
counting Guide Investment Companies may be (1) a subsidiary of
another entity or (2) an investment of an investor that has the
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ability to exercise significant influence over the investment com-
pany and applies the equity method of accounting to its invest-
ment in the entity. If so, investment company accounting, the
specialized industry accounting principles in the Audit and Ac-
counting Guide Investment Companies, should be retained in the
financial statements of the parent company or equity method in-
vestor if certain conditions are met. The proposed SOP provides
guidance for determining whether investment company account-
ing should be retained in the financial statements of the parent
company or the equity method investor.
The exposure draft does not include special provisions for not-
for-profit organizations. Not-for-profit organizations would
apply the SOP in the same manner as other entities.
The proposed SOP would also require certain disclosures, and
would amend paragraphs 11.10 and 11.17 in the Audit and Ac-
counting Guide Health Care Organizations (refers to the May 1,
2004, edition of that Guide).
Paragraph 11.10 provides consolidation guidance for nongovern-
mental health care organizations with a controlling financial in-
terest in other entities through direct or indirect ownership of a
majority voting interest. The proposed SOP would add a foot-
note to that paragraph, stating that health care organizations with
a controlling financial interest in a for-profit entity, through di-
rect or indirect ownership of a majority voting interest in that en-
tity, that applies investment company accounting pursuant to the
SOP, should consider whether investment company accounting
should be retained in the financial statements of the parent health
care organization pursuant to the SOP.
Paragraph 11.17 provides reporting guidance for nongovernmen-
tal health care organizations with investments in common stock
of for-profit entities in which the reporting entity has 50 percent
or less of the voting stock in the investee. The proposed SOP
would add a footnote to that paragraph, stating that health care
organizations with investments in common stock of a for-profit
entity that applies investment company accounting pursuant to
the SOP, wherein the health care organization’s investment quali-
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fies for the equity method of accounting in conformity with APB
Opinion No. 18, The Equity Method of Accounting for Investments
in Common Stock, should consider whether investment company
accounting should be retained in the financial statements of the
investor health care organization pursuant to the SOP.
Proposed FSP Related to EITF Issue No. 03-1, The Meaning 
of Other-Than-Temporary Impairment and Its Application to
Certain Investments
Paragraph 16 of EITF Issue No. 03-1, The Meaning of Other-
Than-Temporary Impairment and Its Application to Certain Invest-
ments, includes application guidance to evaluate whether an
impairment is other than temporary. (See the related discussion
“EITF Issue No. 03-1, The Meaning of Other-Than-Temporary
Impairment and Its Application to Certain Investments, and Re-
lated FASB Staff Position” in the “New Accounting Pronounce-
ments and Other Guidance” section of this Alert.) 
The FASB has released a proposed FSP, FSP EITF Issue 03-1-a,
Implementation Guidance for the Application of Paragraph 16 of
EITF Issue No. 03-1, The Meaning of Other-Than-Temporary
Impairment and Its Application to Certain Investments, that
would provide implementation guidance for applying paragraph
16 of EITF Issue No. 03-1 to debt securities that are impaired be-
cause of interest rate and/or sector spread increases. The com-
ment deadline for this proposed FSP was October 29, 2004.
Proposed Technical Practice Aid for Implementing FASB
Interpretation No. 45
The discussion “Technical Practice Aids for Health Care Orga-
nizations” in the “New Accounting Pronouncements and Other
Guidance” section of this Alert describes two nonauthoritative
TPAs that were released by the AICPA in 2004 to assist health
care organizations with implementing FASB Interpretation No.
45. The staff of the AICPA Accounting Standards Team is con-
tinuing to work with the members of the Healthcare Expert
Panel to develop another nonauthoritative TPA regarding physi-
cian income guarantees that also may be useful in assisting with
the implementation of FASB Interpretation No. 45. To check
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for the issuance of a final TPA, visit the AICPA Web site at
www.aicpa.org/members/div/acctstd/general/recent_tpas.asp.
Auditing Pipeline
Substantial Changes to Audit Process Proposed for 
Nonpublic Companies 
(Note: The proposed standards discussed in this section do not apply
to the audits of public companies.)
In December 2002, the AICPA’s Auditing Standards Board
(ASB) issued an exposure draft proposing seven new SASs relat-
ing to the auditor’s risk assessment process. The ASB believes that
the requirements and guidance provided in the proposed SASs, if
adopted, would result in a substantial change in audit practice
and in more effective audits. The primary objective of the pro-
posed SASs is to enhance auditors’ application of the audit risk
model in practice by requiring:
• More in-depth understanding of the entity and its envi-
ronment, including its internal control, to identify the
risks of material misstatement in the financial statements
and what the entity is doing to mitigate them.
• More rigorous assessment of the risks of material misstate-
ment of the financial statements based on that understanding.
• Improved linkage between the assessed risks and the na-
ture, timing, and extent of audit procedures performed in
response to those risks.
The exposure draft consists of the following proposed SASs:
• Amendment to Statement on Auditing Standards No. 95,
Generally Accepted Auditing Standards
• Audit Evidence
• Audit Risk and Materiality in Conducting an Audit
• Planning and Supervision
• Understanding the Entity and Its Environment and Assessing
the Risks of Material Misstatement
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• Performing Audit Procedures in Response to Assessed Risks and
Evaluating the Audit Evidence Obtained
• Amendment to Statement on Auditing Standards No. 39,
Audit Sampling
The proposed SASs establish standards and provide guidance
concerning the auditor’s assessment of the risks of material mis-
statement in a financial statement audit, and the design and per-
formance of audit procedures whose nature, timing, and extent
are responsive to the assessed risks. Additionally, the proposed
SASs establish standards and provide guidance on planning and
supervision, the nature of audit evidence, and evaluating whether
the audit evidence obtained affords a reasonable basis for an opin-
ion regarding the financial statements under audit.
Readers should be alert to further progress on these proposed
standards and can access the proposed standards on the AICPA
Web site at www.aicpa.org.
Exposure Draft of Proposed GASB Statement for Net Assets
Restricted by Enabling Legislation
Governmental health care organizations that report as proprietary
activities should report net assets in three components: (1) in-
vested in capital assets, net of related debt; (2) restricted; and (3)
unrestricted. The term “restricted” is defined in GASB Statement
No. 34, paragraphs 34 and 99. GASB Statement No. 34 states
that a restriction is a constraint placed on the use of assets or net
assets that is either externally imposed or imposed by law through
constitutional provisions or enabling legislation. The term “en-
abling legislation,” as used in GASB Statement No. 34, autho-
rizes the government to assess, levy, charge, or otherwise mandate
payment of resources (from external resource providers) and in-
cludes a legally enforceable requirement that those resources be
used only for specific purposes stipulated in the legislation.
The GASB released an exposure draft of a proposed Statement,
Net Assets Restricted by Enabling Legislation, to amend GASB
Statement No. 34 in response to diversity in practice and imple-
mentation difficulties identified in interpreting the requirement
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that enabling legislation restrictions be “legally enforceable.” The
exposure draft clarifies the circumstances under which net assets
are restricted because of enabling legislation enacted by a govern-
ment. The exposure draft would also require separate reporting of
net assets restricted by enabling legislation from other net assets.
See the GASB Web site at www.gasb.org for updated information
about this exposure draft and other GASB technical projects.
Revision of the Audit and Accounting Guide 
Health Care Organizations
The AICPA Health Care Guide Revision Task Force10 is working
on a comprehensive revision of the Audit and Accounting Guide
Health Care Organizations. The last comprehensive revision of
the Guide was made in 1996.
As of the writing of this Alert, the Task Force has identified and is
continuing to consider potential revisions to the Guide that include:
• Revise the presentation of guidance for nongovernmental
and governmental health care organizations.
• Provide additional guidance related to topics such as finan-
cial instruments, derivatives, securities lending, intangibles
and goodwill, municipal securities disclosure rules and fil-
ings, and physician loans/income guarantees.
• Provide expanded guidance related to contractual al-
lowances and charity care.
• Provide expanded guidance on continuing care retirement com-
munities (CCRCs) through development of a separate guide.
• Update and clarify fraud discussions addressing the guid-
ance in SAS No. 99.
10. The Health Care Guide Revision Task Force comprises members of the Healthcare
Expert Panel and others who have significant experience and knowledge in health
care accounting and auditing. For more information about the Healthcare Expert
Panel see the section “The Role of the AICPA Healthcare Expert Panel” in this Alert.
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• Reevaluate guidance provided for performance indicator
issues, including the appropriateness of subtotals/“non-
GAAP” measures.
• Reevaluate guidance provided for malpractice and insur-
ance liabilities.
• Incorporate guidance from certain pronouncements, in-
cluding SOP 00-1; SOP 98-1, Accounting for Costs of Com-
puter Software Developed or Obtained for Internal Use; and
certain TPAs developed for health care organizations.
• Address auditor association with cost reports.
• Clarify guidance addressing FASB Statement No. 136.
• Include a separate chapter about contributions and pledges.
• Provide expanded guidance related to FASB Statement No.
144, Accounting for the Impairment or Disposal of Long-
Lived Assets.
• Address the following additional reporting considerations:
obligated groups; business combinations; joint operating
agreements; and variable interest entities.
The potential revisions presented in this section of the Alert are
provided for your information only. All Task Force decisions re-
lated to the revision of the Guide are currently tentative and sub-
ject to revision and review. As of the writing of this Alert, no
exposure drafts associated with the revision of the Guide have
been released for public comment.
The Role of the AICPA Healthcare Expert Panel
In the fall of 2003, the AICPA created an expert panel to focus on
accounting and attest matters for CPAs in the health care industry.
The Healthcare Expert Panel is one of a number of industry-specific
panels that have been created as part of the AICPA’s effort to re-
vamp the AICPA’s volunteer structure. The Healthcare Expert Panel
will identify and discuss industry-specific emerging issues; identify
areas where additional guidance is needed; work with the appropri-
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ate standard-setting bodies to reach a resolution benefiting the
public interest; assist the AICPA with maintaining the Audit and
Accounting Guide Health Care Organizations and Audit Risk Alert
Health Care Industry Developments; conduct liaison activities with
health care industry associations and regulators, including the
Healthcare Financial Management Association and HHS; and ad-
vise and assist in the development of AICPA products and services
related to the industry (for example, conferences and CPE courses).
Resource Central
Education courses, Web sites, publications, and other resources
available to CPAs
AICPA Products and Publications
In addition to the AICPA publications already discussed in this
Alert, the following AICPA products and publications may also
be of interest to auditors of health care organizations.
Checklist and Illustrative Financial Statements for 
Health Care Organizations
Checklist and Illustrative Financial Statements for Health Care Orga-
nizations (product no. 009024kk) is a nonauthoritative financial
accounting and reporting practice aid that is updated annually.
Audit and Accounting Manual
The Audit and Accounting Manual (product no. 005134kk) is a
valuable nonauthoritative practice tool designed to provide assis-
tance for audit, review, and compilation engagements. It contains
numerous practice aids, samples, and illustrations, including
audit programs; auditors’ reports; checklists; and engagement let-
ters, management representation letters, and confirmation letters.
Auditing Governmental Financial Statements: Programs and
Other Practice Aids
The AICPA has developed this new nonauthoritative Practice Aid
(product no. 006602kk) for auditors, as a companion to the Audit
and Accounting Guide State and Local Governments. Although
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this Practice Aid does not address concerns unique to the audits of
the basic financial statements presented by special-purpose gov-
ernments, you can use it as a “core” tool for those engagements. 
Understanding and Implementing GASB’s New Financial
Reporting Model: A Question and Answer Guide for Preparers
and Auditors of State and Local Governmental Financial
Statements (Revised Edition)
This nonauthoritative publication (product no. 022516kk) provides
a summary of the significant portions of GASB Statement No. 34
and related GASB publications in a question-and-answer format.
AICPA reSOURCE
AICPA reSOURCE Online offers two online research libraries.
The AICPA reference library provides instant access to the
AICPA’s Professional Standards, Technical Practice Aids, current
Audit and Accounting Guides, current Audit Risk Alerts, and Ac-
counting Trends and Techniques. The AICPA+FASB reference li-
brary, in addition to these AICPA materials, includes FASB and
AICPA original pronouncements, current text, EITF abstracts,
implementation guides, and a comprehensive topical index. To
subscribe, go online at www.cpa2biz.com.
The AICPA also has a CD-ROM product titled reSOURCE:
AICPA’s Accounting and Auditing Literature. This CD-ROM also
enables subscription access to the AICPA Professional Literature
products in a Windows format.
For more information about these AICPA publications and prod-
ucts, call the AICPA Service Center Operations at (888) 777-7077.
Education Courses
The AICPA has developed a number of CPE courses that are
valuable to CPAs working in the health care industry, many of
them available for both group study and self-study. Some of the
AICPA’s CPE products are discussed in this section of the Alert.
For more information about AICPA CPE products, call the
AICPA Service Center Operations at (888) 777-7077.
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Online CPE
AICPA InfoBytes. AICPA InfoBytes, offered exclusively through
cpa2biz.com, is the AICPA’s flagship online learning product.
AICPA members pay $149 ($369 nonmembers) for a new sub-
scription and $119 ($319 nonmembers) for the annual renewal.
Divided into one- and two-credit courses that are available 24/7,
AICPA InfoBytes offers hundreds of hours of learning in a wide
variety of topics. To register or learn more visit www.cpa2biz.com.
National Healthcare Industry Conference
The annual AICPA National Healthcare Industry Conference
provides up-to-date information on the latest developments in
health care issues. To get information, call (888) 777-7077 or go
online at www.cpa2biz.com.
Governmental Audit Quality Center
The AICPA has launched the Governmental Audit Quality Cen-
ter, designed to promote the importance of quality governmental
audits and the value of such audits to purchasers of governmental
audit services. Governmental audits include a wide variety of
audit or attestation engagements, including audits of federal,
state, and local governments; not-for-profit organizations; and
certain for-profit entities which participate in government pro-
grams or receive governmental financial assistance. The Govern-
mental Audit Quality Center is a firm-based, voluntary
membership center for CPAs that will provide members with the
tools they need to adhere to a high standard of quality. For more
information visit the AICPA Web site at www.aicpa.org.
Service Center Operations
To order AICPA products, receive information about AICPA ac-
tivities, and find help on your membership questions, call the
AICPA Service Center Operations at (888) 777-7077.
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Hotlines
Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about
accounting, auditing, attestation, compilation, and review ser-
vices. Call (888) 777-7077 or e-mail aahotline@aicpa.org. For
more information visit the AICPA Web site at www.aicpa.org.
Ethics Hotline
Members of the AICPA Professional Ethics Team answer in-
quiries concerning independence and other behavioral issues re-
lated to the application of the AICPA Code of Professional
Conduct. Call (888) 777-7077.
American Institute of Certified Public Accountants—Web Site
AICPA Online (www.aicpa.org) is the AICPA’s Web site on the
Internet. The site offers users the opportunity to stay abreast of
developments in accounting, auditing, and professional ethics.
Online resources include professional news, membership infor-
mation, state and federal legislative updates, AICPA press re-
leases, speeches, exposure drafts, and a list of links to other
accounting- and finance-related sites. The AICPA Web site also
features a “Talk to Us” section, allowing users to send e-mail
messages directly to AICPA representatives or teams. The
AICPA Web site includes a separate section that deals with
OMB Circular A-133 audit issues, including a document that
provides unofficial answers to frequently asked questions, at
www.aicpa.org/belt/a133main.htm.
Other Helpful Web Sites
Further information on matters addressed in this Audit Risk Alert
is available through various publications and services offered by a
number of organizations. Some of those organizations are listed in
the “Information Sources” table at the end of this Alert.
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This Audit Risk Alert replaces the Health Care Industry Devel-
opments—2003/04 Audit Risk Alert. The Health Care Industry
Developments Audit Risk Alert is published annually. As you
encounter audit or industry issues that you believe warrant
discussion in next year’s Alert, please feel free to share them
with us. Any other comments that you have about the Alert
would also be appreciated. You may e-mail these comments to
mkasica@aicpa.org or write to:
Maryann Kasica, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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INFORMATION SOURCES
Organization Web Site
American Institute of Certified Public Accountants www.aicpa.org
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
Telephone: (888) 777-7077 
(Service Center Operations)
Centers for Medicare & Medicaid Services www.cms.gov
Financial Accounting Standards Board www.fasb.org
Order Department:
401 Merritt 7
P.O. Box 5116
Norwalk, CT 06856-5116
Telephone: (800) 748-0659
Government Accountability Office www.gao.gov
Governmental Accounting Standards Board www.gasb.org
Order Department:
401 Merritt 7
P.O. Box 5116
Norwalk, CT 06856-5116
Telephone: (800) 748-0659
Internal Revenue Service www.irs.gov
Municipal Securities Rulemaking Board www.msrb.org
National Federation of Municipal Analysts www.nfma.org
U.S. Department of Health and Human Services www.hhs.gov
U.S. Office of Management and Budget www.omb.gov 
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